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During 1990 and 1991, B, a donestic corporation,
realized substantial capital gains fromthe sale of a
nunber of its business units.

In 1990, B joined with a foreign bank (ABN) to
formtwo general partnerships, S and O Imediately
upon their formation, S purchased private placenent
notes (PPNs) and O purchased certificates of deposit
(Chs). Wthin 1 nonth, and inmediately prior to the
cl ose of the partnerships' first taxable year, S and O
sold their PPNs and CDs for cash (80 percent) and LIBOR
notes (20 percent). These transactions were intended
to satisfy the requirenents of a contingent install nment
sale under 1.R C. sec. 453. Relying on the ratable
basi s recovery rul es under sec. 15A. 453-1(c), Tenporary



| ncone Tax Regs., 46 Fed. Reg. 10711 (Feb. 4, 1981),

t he partnerships applied one-sixth of their bases in
the PPNs and CDs in conputing their "gains" on the
sales of the PPNs and CDs. Due to a large disparity in
the partners' initial capital contributions to the
partnershi ps, ABN was all ocated 90 percent of the
"gains" on the sales of the PPNs and CDs. As a foreign
entity, ABN s distributive share of the partnerships
"gai ns" was not subject to U S. incone tax.

Fol l owi ng the close of the partnerships' first
taxabl e year, ABN s interests in the partnerships were
reduced through direct purchases by B and redenptions
by the partnerships. S and O subsequently distributed
cash to ABN and the LIBOR notes to B. B sold the LIBOR
notes for cash. Relying on the ratable basis recovery
rul es under sec. 15A 453-1(c), Tenporary |ncone Tax
Regs., supra, B allocated the renai ning bases in the
PPNs and CDs in conputing its "losses" on the sal es of
the LIBOR notes. For the taxable years ending 1990 and
1991, B reported capital |osses of $142, 953, 624 and
$32, 631, 287, respectively.

Hel d: The di sputed transacti ons were not
notivated by legitimte non-tax business purposes and
were not inmbued with objective econom c substance.
Hel d, further, the disputed transactions are shans that
wi Il not be respected for Federal incone tax purposes.
Hel d, further, the partnerships' inconme for the years
in issue does not include interest earned on the PPNs
and CDs. Held, further, the partnerships are entitled
to deductions for certain organizational expenses
subject to the limtations contained in sec. 709(b),
. R C
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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

NI MS, Judge: Respondent issued a notice of final
partnership adm ni strative adjustnent (FPAA) to Saba Partnership
(Saba) setting forth adjustnents to Saba's partnership returns
for the taxable years ended March 31, 1990, March 31, 1991, and
June 21, 1991. Respondent al so issued an FPAA to O rabanda
| nvesterings Partnership (OQrabanda) setting forth adjustnents to
O rabanda's partnership returns for the taxable years ended July
31, 1990, and June 21, 1991. Brunsw ck Corporation, the tax
matters partner for both Saba and OQtrabanda, invoked the Court's
jurisdiction by filing tinely petitions for readjustnent

chal l enging the FPAAs. (For sinmplicity, we refer to Brunsw ck
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Corporation as Brunswi ck or petitioner.) These cases were
consolidated for purposes of trial, briefing, and opinion.

On the date that Brunswick filed the petitions herein, Saba
and O rabanda had been |iquidated and no | onger naintained a
princi pal place of business.

Respondent's adjustnments in these cases are based on
alternative determ nations. The central issue for decision is
whet her the partnerships' purported contingent installnent sale
transactions (hereinafter CINS transactions) should be
di sregarded for tax purposes because they |l ack economc
subst ance.

Unl ess otherw se clear fromthe context, the follow ng
words, their derivatives, and related terns are used for

narrative conveni ence only to describe the formof the disputed

transactions: "invest", "purchase", "gain", "loss", "borrow'
"l oan", "pay", "sale", "distribute", "note", "agreenent",
"comm ssion", and "interest". By our use of such ternms, we do

not mean to suggest any concl usions concerning the actual
substance or characterization of the transactions for tax

pur poses. Unless otherw se indicated, section references are to
sections of the Internal Revenue Code in effect for the years in
i ssue, and Rule references are to the Tax Court Rules of Practice

and Procedur e.



FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.
The stipulated facts and exhibits are incorporated herein by this
ref erence.

| . Br unswi ck Cor por ati on

A Busi ness G oups

Brunswi ck, headquartered in Skokie, Illinois, has been in
busi ness for over 150 years. Brunswi ck's stock is traded on the
New Yor k, M dwest, Pacific, London, and Tokyo stock exchanges.

During the | ate 1980s, Brunsw ck's operations were
organi zed anong 3 lines of business: Marine, Recreation, and
Technical. The Marine group manufactured and sold pl easure and
fishing boats and marine engi nes on a worldw de basis. The
Recreation group operated 125 recreation centers worl dw de and
manuf actured and sold fishing rods, reels, and accessories, and
golf, bowing, and billiards products. The Technical group,
whi ch consi sted of the Defense, Technetics, and Industri al
Products divisions, manufactured and sold a wide variety of
products for mlitary, aerospace, and industrial use.

Jack F. Reichert (Reichert) served as Brunsw ck's chairman,
president, and chief executive officer; WIlliam R MManaman
(McManaman) served as Brunswi ck's vice president-Finance; Thonas

K. Erwin (Erwn) served as Brunswi ck's controller; Richard S.
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1. OBrien (OBrien) served as Brunswi ck's treasurer; and
Judith P. Zelisko (Zelisko), an attorney, served as Brunsw ck's
assi stant vice president, Director of Taxes.

In June 1988, Reichert informed Brunswi ck's Board of
Directors that the conpany's sales of marine products, then
approxi mately 75 percent of Brunsw ck's overall net sales,
appeared to be slowng. In fact, between 1988 and 1989,

Brunswi ck's net marine sal es dropped from $2, 449, 000, 000 to

$2, 000, 000, 000, or by approximately 18 percent. |In response to
t hese devel opnents, Brunswi ck i medi ately reduced capital
expenditures in marine-related manufacturing facilities and
equi pnent, permanently closed two boat manufacturing plants,
idled 5 other plants, and laid off 5,000 enpl oyees.

On Cct ober 24, 1989, Standard and Poor's Corporation
(Standard & Poor's) downgraded Brunswi ck's |ong-term debt rating
fromA- to BBB+. Standard and Poor's did not change Brunsw ck's
comercial paper rating. During this period, Reichert and
McManaman determ ned that it would be in Brunswi ck's best
interests to maxi mze the conpany's cash-fl ow and reduce debt.

B. Takeover Concerns/ Def enses

In 1981, Brunswick's stock was selling at a discount to book
value. In January 1982, Whittaker Corporation (Wittaker) nade
an unsolicited tender offer in an effort to acquire 49 percent of

the total voting power of Brunsw ck's outstanding securities. It



appears that Wittaker coveted Sherwood Medical |ndustries, Inc.
(Sherwood), a Brunsw ck subsidiary, and that Whittaker intended
to sell Brunsw ck's remaining businesses if its takeover attenpt
were successful. Brunsw ck determ ned that the Wittaker tender
of fer was unfair to Brunswi ck's sharehol ders and successfully
def eated the takeover attenpt by selling Sherwood to Anmerican
Honme Products, Inc.

During the period 1982 to 1983, Gulf & Western Industries,
Inc. (GQulf & Western), accunulated up to 21 percent of
Brunswi ck's stock and threatened a takeover. The Qulf & Western
t akeover threat abated when Gulf & Western's chief executive
of ficer died unexpectedly in February 1983.

During the 1980s, Brunsw ck took the following steps to
deter a hostile takeover: (1) Revised several of its
conpensation-rel ated prograns in order to protect the interests
of its enployees; (2) anended its charter to (a) provide for
staggered el ections of directors, (b) restrict actions by
st ockhol ders outside of stockhol der neetings, and (c) increase
t he nunber of authorized shares of Brunsw ck conmon stock from 40
mllion to 100 mllion shares; (3) anmended the conpany's salaried
pensi on plans to protect against the use of Brunsw ck's excess
pension funds to finance a hostil e takeover of the conpany; (4)
adopted a Preferred Share Purchase R ghts Plan or poison pill;

and (5) anended its deferred conpensation arrangenents to provide
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that all amounts held under such arrangenents could be paid to
the participants in the event of a change in control of the
conpany.

During March 1989, runors surfaced that Irwin Jacobs or Ron
Perl man m ght attenpt to take over Brunswick. On March 30, 1989,
Dow Jones News Service reported that McManaman had di sm ssed the
runors. Nevertheless, on March 31, 1989, Brunsw ck's Board of
Directors called a special neeting and decided to anend the
conpany's "poison pill" to provide, anong other things, that if a
person or group were to acquire 15 percent or nore of Brunswick's
comon stock, other stockhol ders would be permtted to purchase
Brunswi ck conmon stock at a discount of 50 percent of narket
price. On April 1, 1989, the New York Tinmes reported that M.
Jacobs had denied that he was planning a takeover bid for
Brunswick. In April 1989, Brunsw ck anmended its Enpl oyee Stock
Option Plan (ESOP) to permt the plan to borrow funds in order to
pur chase Brunswi ck stock. Shortly after the anmendnent was
adopted, the ESCP obtained a bridge |oan of $100 mllion,
guar anteed by Brunswi ck, and purchased 5,095, 542 shares of
Brunswi ck conmon st ock

No formal hostile takeover attenpt was initiated agai nst

Brunswi ck during 1989 or 1990.



C. Di vesti tures

In 1988, Brunsw ck decided to sell a nunber of businesses in

its Technical group. In June 1989, Brunsw ck announced its
intention to sell its Industrial Products Division (IPD)
i ncl udi ng Vapor Corporation and a group of businesses known as
TXT. I n Cctober 1989, Brunsw ck announced its intention to sel
its Technetics Division, including Energy Conservation Systens,
Crcle Seal, and M M5

On June 24, 1989, Brunswi ck executed a letter agreement with
Merrill Lynch Capital Markets, a subsidiary of Merrill Lynch &
Co., Inc. (hereinafter collectively referred to as Merrill
Lynch), under which Merrill Lynch agreed to act as Brunsw ck's
excl usi ve financial adviser in connection with the sale of IPD
(the IPD fee agreenent). Brunswick agreed to pay Merrill Lynch a
fee for its services as follows:

(1) in the case of a single sale transaction, 1.25% of

t he aggregate purchase price paid in such sale

transaction, (but in no event |ess than $1, 000, 000) or

(i1i) in the case of nmultiple sale transactions, the sum

of (1) 1.25% of the aggregate purchase price paid for

Vapor and (2) 2.50% of the aggregate purchase price

paid for any or all of the businesses which conprise

TXT, each such transaction fee payable in cash upon the

cl osing of each such sal e transaction.

As of January 1989, Brunswick owned 3.1 mllion shares, or
approximately 36 percent, of Nireco Corporation (Nireco), a

Japanese corporation. In Cctober 1989, Brunsw ck sold 400, 000 of

its Nireco shares in connection with a public offering and
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listing of Nireco shares on the Japanese Over-the-Counter stock
exchange. I n Novenber 1989, Brunswi ck decided to sell all of its
remai ni ng Nireco shares.

On January 29, 1990, Brunswick and Merrill Lynch executed a
| etter agreenment under which Merrill Lynch agreed to act as
Brunswi ck' s exclusive financial adviser in connection with the
sale of Brunswi ck's Nireco stock in exchange for a fee of 1.125
percent of the proceeds of the sale (the Nireco fee agreenent).

On March 5, 1990, Reichert and McMananan appeared before the
New York Society of Security Analysts. MManaman i nfornmed the
anal ysts that Brunsw ck anticipated realizing approximately $125
mllion fromthe sale of businesses in its Technical group and
that net proceeds fromthe sales would be used to reduce
Brunswi ck' s debt. Between October 1989 and Cct ober 1990,

Brunswi ck's debt to capitalization ratio was reduced from 42. 2
percent to 28.3 percent.

On March 28, 1990, Brunswi ck and Merrill Lynch executed a
| etter agreenent anending the IPD and Nireco fee agreenents to
provi de that Brunswi ck woul d pay additional fees of $750, 000,
$500, 000, and $250, 000 upon the sal es of Vapor Corporation, TXT,
and Brunsw ck's Nireco stock, respectively.

On Septenber 4, 1990, Brunswi ck and Merrill Lynch executed a
| etter agreenent further amending the IPD and Nireco fee

agreenents to provide that Brunswi ck woul d pay additional fees of
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$500, 000 and $675, 000 upon the sal es of Vapor Corporation and
Brunswi ck's Nireco stock, respectively.
Brunswi ck sold the follow ng businesses fromits Technica

group on the dates and at the prices indicated:

Transaction Dat e Sales Price
Ni reco - 400, 000 shares Cct ober, 1989 $16, 606, 964
Ener gy Conservation Systens May 11, 1990 37, 220, 000
Vapor AC June 27, 1990 4,515, 000
Nireco - 2,386,000 shares July 1990 91, 061, 851
TXT (Valve & Control) August 24, 1990 22,532,000
Crcle Seal Sept ember 6, 1990 24,500, 000
M M5 Sept enber 6, 1990 845, 000
Ni reco - 450,000 shares Sept ember, 1990 13, 433, 275
Vapor Decenmber 21, 1990 39, 502, 000

The $22,532,000 sales price for TXT included a $7, 500, 000
prom ssory note. On Decenber 28, 1990, Brunsw ck received
$5, 500, 000 i n exchange for cancellation of the note.

On Cctober 22, 1990, Brunswick paid Merrill Lynch
$1, 210, 493--an anmobunt equal to 1.125 percent of the proceeds from
the sale of 2,836,000 Nireco shares, plus an additional $925, 000
pursuant to the March 28 and Septenber 4, 1990, anendnents to the
Ni reco fee agreenent.

On January 18, 1991, Brunswi ck paid Merrill Lynch
$1, 161, 116--an anount equal to 1.25 percent of the proceeds from
the sal e of Vapor Corporation and Vapor AC, and 2.5 percent of
the sales price of TXT, plus an additional $1, 750,000 pursuant to
the March 28 and Septenber 4, 1990, anendnents to the IPD fee

agr eenent .
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Brunswi ck filed a Form 1120 (U.S. Corporation Incone Tax
Return) for 1990 reporting capital gains of $29, 809, 938 and
$100, 782, 182 attributable to the sales of its Technetics division
busi nesses and Nireco stock, respectively.

D. Merrill Lynch Partnership Proposal

I n Decenber 1989, after Brunswi ck had announced its
intention to sell its Technical businesses and Nireco stock,
Brunswi ck officials, including McManaman, Erwi n, and Zelisko, net
wWth representatives of Merrill Lynch's investnent banking group,
including E.S.P. Das (Das), managing director and vice chairmn
of I nvestnent Banking, Arshad R Zakaria (Zakaria), Thomas R
Wllianms, Jr. (WIllians), and Jeff Neal (Neal). During this
meeti ng, Das described a structured transaction, including the
formati on of a partnership between Brunsw ck and a foreign
financial institution, that would generate capital |osses that
Brunswi ck could use to offset the capital gains that it would
realize fromthe sale of its Technical businesses.

Merrill Lynch used flowcharts in naking its presentation to
Brunswi ck. The only scenario depicted in the flowharts was a
tax loss for Brunsw ck

E. The Zelisko Menorandum

In January 1990, O Brien and Zelisko attended a second
meeting wth Das and other Merrill Lynch representatives for

further discussions regarding the partnership proposal. On
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January 26, 1990, Zelisko prepared a nenorandum addressed to
Erwi n and McManaman, summarizing the Merrill Lynch partnership
proposal in pertinent part as foll ows:

Set forth belowis a bullet point summary of a
transacti on proposed by Merrill Lynch to Brunsw ck
Corporation (BC) on Decenber 8, 1989 to generate
sufficient capital losses to offset the capital gain
which will be generated on the sale of the N reco
shares. The specific dollar ambunts can be adjusted to
i ncrease or decrease the capital |oss required.

Step 1:

BC and an unrel ated foreign partner (FP) would forma
Partnership no later than March 1, 1990 with BC
contributing $20 million in cash and the FP
contributing $180 nmillion in cash. The Partnership
woul d have a fiscal year-end of March 31st since that
woul d be the year-end of the FP, the majority Partner.

Step 2:

Part nershi p buys a private placenent note for $200
mllion with the cash in the Partnership and hol ds the
note for one nonth.

Step 3:

Before March 31, 1990, the Partnership would sell the
$200 mllion private placenment note for $160 mllion in
cash and five-year contingent note with an assuned fair
mar ket value (frmv) of $40 mllion. Under this
contingent note, paynents would be made to the
Partnership over a five-year period equal to LIBOR[]
times a fixed notional principal. The details
concerning the ternms of this note require further

di scussion by the Treasury Department with Merrill
Lynch.

! LIBOR is an acronym for London Interbank Offering Rate
which is the primary fixed inconme index reference rate used in
Eur opean financial markets.
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The Partnership woul d recogni ze gain on the sale of the
private placenment note cal cul ated as foll ows:

Cash 160.0
Basi s 33.3
(1/6 of 2000
Gai n 126. 7
BC s Gain 12. 67
FP's Gain 114. 03
Total Gain 126. 70

BC s share of the gain equals its 10% ownership in the
Partnership for a taxable gain to BC of $12.67 nillion
in 1990.

Step 4:

In April 1990 or later, (i.e. until there has been sone
movenent in the value of the contingent note) BC buys
50% of FP's interest in the Partnership for $90
mllion, assumng that the fnmv of the contingent note
is still $40 mlIlion. Wth this purchase, BC s basis
inits Partnership interest is $122.67 mllion

cal cul ated as foll ows:

BC s initial investnment $20.0 mllion
Gai n 12. 67
Pur chase of 50% of FP's
i nt erest 90. 00
122. 67

Step 5:

The Partnership distributes the contingent note to BC
assuming a fnv of $40 mllion. In addition, the
Partnership woul d distribute approxi mtely $32.72
mllion in cash to FP which is the equival ent cash
distribution to FP given its percentage ownership.

Step 6:

BC sells the contingent note for cash. This sale of
t he contingent note by BC generates the capital |oss.
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BC s basis in the note 122. 67
FMW of the note 40. 00
Capital |oss 82. 67
Net Gain on sale of FP note 12. 67
Net Capital |oss 70. 00

After the sale of the note, BC s tax basis in the
Partnership is zero and the Partnership still has
127.28 in cash (160-32.72).

Step 7:

In April 1991, the Partnership will be term nated.
There cannot have been any agreenents, negotiations, or
under st andi ngs of any kind anong the Partners or their
representatives regardi ng the possible Iiquidation of
the Partnership or the assets to be distributed to each
respective Partner upon term nation and |iquidation of
the Partnership or the transactions described in Steps
4 and 5. Prior to termnation, 55%of the cash in the
Partnership will be contributed to Newco, a wholly-
owned subsidiary of the Partnership. Upon term nation
of the Partnership, the Newco stock will be distributed
to BC and the renmai ning cash to FP

Ri sks | nvol ved

[ Redacted material deleted.] Merrill Lynch did assure
us that their fee would not be due if the tax | aw
changed prior to inplenentation.

Cost | nvol ved:

1. Merrill Lynch's fee is 5-10% of the tax savings.
Assunming a capital loss of $82 mllion, the tax savings
woul d be around $28 mllion and a 10% fee on such savi ngs
results in a fee of $2.8 mllion. This 10%fee is

negoti able. Also, need to clarify whether the fee is on the
gross or net capital |oss generated.

2. Legal fees for BC and operating expenses of the
Part nershi p which would be paid by BC, would run about
$400, 000 - $500, 000.

3. Conpensation fees to the FP. Merrill Lynch tal ked
in terms of 40-75 basis points on the FP's equity
i nvest nment .
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4. Bid/offer spread on the private placenent note and
on the contingent note.

The foregoing should be viewed as a sunmary of the
Merrill Lynch proposal. [Redacted material deleted.]

Merrill Lynch's partnership proposal, and specifically the
partnership's purchase of private placenent notes (PPNs) and
their subsequent sale for approxi mtely 80 percent cash and 20
percent LIBOR notes, was intended to conply with the conti ngent
instal l ment sal e provisions and ratable basis recovery rules
under section 453 and section 15A 453-1(c), Tenporary | ncone Tax
Regs., 46 Fed. Reg. 10709 (Feb. 4, 1981).

Merrill Lynch's role was to manage all aspects of the
transactions, including enlisting the foreign partner, serving as
a financial adviser to the partnership, arranging for the
purchase and sale of the PPNs, and arranging for the purchase and
sal e of the LIBOR notes.

On February 7, 1990, O Brien wote a nmenorandumto McManaman
regardi ng i nvestnent of the proceeds that Brunswi ck woul d derive
fromthe sale of its Technical businesses. O Brien suggested
t hat Brunswi ck's need for investnment advice should be used as a
"vehicle to acquaint ourselves with the investnent expertise of a
sophi sticated financial institution with worl dw de market pl ace

experi ence. "
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On February 13, 1990, McManaman, O Brien, and Zeli sko
appeared before Brunswi ck's Board of Directors. The m nutes of
the neeting state in pertinent part:

M. MManaman descri bed a proposal for a

partnership with a foreign entity. The arrangenent

woul d require the Conpany to nmake an equity investnent

in the partnership of at least $20 nmillion and not nore

than $120 mllion in cash which would be invested in a

diversified portfolio of investnents, including high

qual ity debt instrunents, by the partnership. M.

McMananman then di scussed the business purpose, tax

benefits and risks in the arrangenent.

The m nutes do not describe the business purpose underlying
Brunswi ck's participation in the partnership. MMnanman
recommended approval of the proposal with the caveat that
Brunswi ck woul d not proceed with the transaction if managenent
were dissatisfied with the proposed foreign partner. McManaman
believed that tax benefits were a primary reason for Brunswick to
i nvest in the partnership.

The Board of Directors imrediately authorized both MMnaman
and O Brien, or either of them to enter into a partnership on
behal f of Brunswi ck for an equity investnment of at |east $20
mllion and not nore than $120 mllion. On April 3, 1990,

Brunswi ck's Board of Directors conducted a neeting by way of a
t el ephone conference call and, upon the reconmendation of
McManaman, aut horized McManaman or O Brien, or either of them to

enter into a second partnership on behalf of Brunsw ck for an

equity investnment of at least $20 mllion and not nore than $120
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mllion. The second partnership investnent was recomended
because Brunswi ck was generating additional cash and capital
gains fromthe sale of its Technical businesses and Nireco stock.
The Board of Directors also authorized McManaman and/or O Brien
to enter into agreenents on behalf of Brunswi ck for the purchase
and sale of treasury securities for forward delivery and to

i ncrease the anmount authorized for interest rate swap
transactions up to $225 mllion.

F. OBrien's Interest Rate Forecast

One of OBrien's duties as Brunswick's treasurer was to
track the novenment of interest rates. |In early 1990, O Brien
believed that interest rates would rise. However, during the
period June through Septenber 1990, O Brien's view of the
direction of interest rates was "in transition”, and he was
uncertain whether interest rates would rise or fall. By early
Septenber 1990, O Brien was convinced that interest rates would
fall.

1. Al genene Bank Nederl ands N. V.

During the period in question, Al genene Bank Nederl ands N. V.
(ABN), was the |largest bank in the Netherlands. During al
rel evant periods, ABN offered conprehensive corporate,
institutional, and individual financial services including
donmestic and international |ending, trade finance and

i nternational paynents, international corporate finance and
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advi sory services, global investnent managenent and advi sory
services, foreign exchange, treasury, and risk managenent
services, and trust services. ABN Trust Conpany (ABN Trust), was
an ABN affiliate.

In 1989, Merrill Lynch representatives contacted Johannes
den Baas (den Baas), vice president, Corporate Finance (ABN New
York), and proposed that ABN enter into general partnerships with
certain U S. corporations. In an August 7, 1989 nmenorandumto
Arthur Arnold, executive vice president, Corporate Finance (ABN
New York), den Baas described the structure of the partnerships
and timng of partnership investnents in terns substantially
simlar to those set forth in the Zelisko nmenorandum Unlike the
Zel i sko nmenorandum den Baas stated that the partnership was
designed to reduce a U. S. corporation's liability for alternative
m ni mum tax. The den Baas nenorandum i ncl udes a di scussi on of
the financial risks to ABN in pertinent part as foll ows:

Credit risk: The structure demands that virtually no

credit risk will be taken in the partnership since any

defaults on the principal of the investnents wll

j eopardi ze the objective as described hereafter. The

nature of paper invested in will be of the highest
credit quality and will have short termmaturities.

* * %

Mar ket interest rate risk: ABN New York will take care
of perfect hedges in order to protect the bank fromthe
changes in the value of the underlying securities * * *
due to interest rate fluctuations. * * *
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Legal and tax risk for ABN will be covered by opinions

of legal and tax counsel. Furthernore the proposed

structure for ABN that follows will in itself provide a

protection against U S. tax liabilities.
den Baas summarized ABN s renuneration for participating in the
partnerships as foll ows:

The remuneration for ABN * * * will be 70-80 bps.

spread over the outstanding participation plus $100, 000

upfront fee and all out of pocket expenses covered

(legal fees etc.). Since the structure itself will not

carry the possibilities for this |level of renuneration

the incone will be received by ABN New York in upfront

paynments made by the corporation

ABN eventual ly fornmed partnerships with several U S
cor porations.

In early 1990, Merrill Lynch representatives contacted den
Baas and i nquired whether ABN would enter into a partnership with
Brunswi ck. On February 15, 1990, den Baas drafted a nmenorandum
proposing a $180 million facility or loan to a Netherl and
Antilles special purpose corporation (SPC) that woul d be managed
by ABN Trust and would enter into a partnership with Brunsw ck
The nmenorandum stated in pertinent part:

ABN wi | | receive again an upfront fee representing 75

bps over LIBOR over the outstanding plus the 15 bps

funding difference between LIBOR and CP [conmerci al

paper] upfront. The anmount will be around $600, 000 but

we have negotiated a m ni mum fee of $750, 000 upfront

excl uding ABN Trust Curacao's fees.
On the sanme date, den Baas drafted a credit proposal which
i ncluded a description of the partnership's anticipated

i nvestnment activities, including the purchase in the |ast week of
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February of highly rated PPNs, the sale of the PPNs in |ate March
for cash and installnent notes, investnent of the cash proceeds
in highly rated commercial paper, and Brunsw ck's gradual buy-
down of ABN s partnership interest. den Baas' credit proposal
stated that ABN woul d have the option to withdraw fully fromthe
partnership after January 1, 1991.

On February 20, 1990, ABN' s North Atlantic Credit Commttee
recommended approval of den Baas' credit proposal stating:

WE RECOMMEND APPROVAL. AS BRUNSW CK DOES NOT POSSESS

THE SAVE HI GH CREDI T STANDI NG AS PREVI OQUS DEALS, PLEASE

MAKE SURE WE CAN LI QUI DATE THE PORTFOLI O | F BRUNSW CK

| S UNABLE TO COVE UP W TH THE CASH TO PAY US QUT BY

JANUARY 1991.

On February 23, 1990, ABN s Ri sk Managenent Depart nment
granted approval for ABN to participate in the proposed
partnership on the condition that ABN would maintain the right to

liquidate the portfolio.

I[11. Saba Partnership

A. Sodbury Corporation

In The Netherlands, a foundation or stichting is a |egal
entity that is managed and adm ni stered by a board. On January
18, 1990, ABN established two stichtings, Ronde Klip Foundation
(Ronde Klip) and Pietermaai Foundation (Pietermai).

On January 18, 1990, Sodbury Corporation (Sodbury) was
incorporated in Curacao, Netherlands Antilles. On February 23,

1990, Sodbury and ABN Trust executed an agreenent under which ABN
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Trust agreed to provide managerial services to Sodbury in
exchange for an annual fee of $25,000. At the time that Sodbury
was i ncorporated, Ronde Klip and Pieternaai each received one-
hal f or 3,000 shares of the 6,000 shares of Sodbury common st ock
aut hori zed to be issued. Each Sodbury share had a par val ue of
$1 for a total capitalization of $6, 000.

On February 26, 1990, ABN s WI Il enstad branch (ABN-

Wl enmstad) and Sodbury entered into a revolving credit agreenent
(RCA) under which ABN-WI | enstad agreed to | oan Sodbury up to
$125 million. By agreenents dated February 26, 1990, Ronde Klip
and Pieternnai pledged their Sodbury stock as security for the
RCA.

On February 26, 1990, ABN-W I | enstad and Sodbury entered
into a second agreenent under which ABN-WI | enstad agreed to | end
Sodbury up to $60 mllion, subordinated to the RCA descri bed
above. Sodbury would not be required to pay interest on any such
| oan unl ess the outstanding principal was not paid on the
expiration date.

By agreenents dated February 26, 1990, Ronde Klip and
Pietermaai granted ABN irrevocabl e options to purchase their

Sodbury shares at par val ue.
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Sodbury was organi zed to participate as a general partner in
Saba because ABN was not interested in assumng the unlimted
l[tability of a general partner and ABN s | oans to Sodbury coul d
be syndi cat ed.

B. Skoki e | nvest nent Cor por ati on

On February 21, 1990, Brunsw ck organized a wholly owned
subsi di ary, Skokie Investnent Corporation (Skokie), under the
| aws of the State of Delaware. On February 28, 1990, Brunsw ck
agreed to lend Skokie $1 million in exchange for a demand
prom ssory note in that anobunt with interest at the prine rate

C. Saba Orqgani zational Meeting

On February 22, 1990, Brunsw ck representatives MMananman,
O Brien, and Zelisko net in Bernmuda with ABN representatives den
Baas and Peter H de Beer (de Beer), Assistant Mnaging D rector,
and Merrill Lynch representatives Macauley R Taylor (Taylor),
Managi ng Director for Merrill Lynch Capital Markets, Das, and
Zakaria. Lawyers fromthe law firns of Cravath, Swaine & Moore,
and Mayer, Brown, & Platt, also attended the Bernuda neeting.
This was the first neeting between Brunsw ck and ABN. During
this nmeeting, McManaman and ABN representatives discussed the
possibility of ABN s providing consulting services to Brunsw ck
for a fee.

On February 22, 1990, Brunswi ck and Merrill Lynch executed a

| etter agreenent under which Merrill Lynch agreed to serve as
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Brunswi ck's financial adviser regarding Saba in exchange for a
fee of $500,000. Brunswick paid Merrill Lynch's fee on April 4,
1990.

By partnership agreenent dated February 23, 1990, Brunsw ck
Skoki e, and Sodbury fornmed Saba as a general partnership under
the laws of the State of New York. The partners agreed that Saba
would maintain its principal place of business in Curacao,

Net herl ands Antilles. The partnership agreenent stated that the
partnership was being fornmed "for the object and purpose of
maki ng i nvestnments in notes, bonds, debentures, and ot her

i nterest bearing instrunents, owning, managi ng and supervi sing
such investnents, sharing the profits and | osses therefrom and
engagi ng in such activities necessarily incidental or ancillary
thereto."” The partnership agreenent further stated that
generally each item of partnership inconme, gain, expense, and

| oss for each fiscal year would be all ocated anong the partners
in proportion to each partner's capital account. However, if a
partner's proportionate interest in partnership capital were to
change during any fiscal year, the partnership's books woul d be
cl osed as of the date of such a change and partnership incone,
gai n, expense, and | oss would be allocated to the partners in
proportion to their respective capital accounts as determ ned

i mredi ately prior to such change. The partnership agreenent

stated that a partner would be permtted to request in witing
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that the partnership redeemall or any portion of its partnership
i nterest provided that no such request nmay be nade by a partner
before April 1, 1991, if such redenption would reduce the
partner's partnership interest to less than $10 mllion.
However, the partnership agreenent stated that no such redenption
woul d be permtted if Merrill Lynch determ ned that the
redenpti on woul d cause a disorderly liquidation of the
partnership's assets.

On February 28, 1990, the Saba partners nade capital
contributions as foll ows:

Per cent age

Capital Contribution | nt er est
Skoki e $1, 000, 000 .5
Brunswi ck 19, 000, 000 9.5
Sodbury 180, 000, 000 90.0
$200, 000, 000 100.0

Skokie made its capital contribution fromthe proceeds of its

| oan from Brunswi ck. Sodbury made its capital contribution from
the proceeds of its loans from ABN-W I | enstad. The partners
capital contributions were deposited into Saba's bank account at
ABN- New Yor k

D. M scel | aneous Fees

On February 23, 1990, Saba executed a letter agreenment with
N.V. Fides (Fides), an ABN affiliate, under which Fides agreed to
provide a variety of adm nistrative services for Saba in exchange

for an annual fee of $25,000. On the sane date, Saba and Fi des
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executed a second letter agreenent in which Saba agreed to
indemmify Fides. During 1990 and 1991, Saba nmade the foll ow ng

paynments to N. V. Fides:

Dat e Anpunt
May 21, 1990 $53, 921. 81
August 22, 1990 1, 156. 50
Sept enber 20, 1990 972.16
January 3, 1991 1,035.10
March 15, 1991 1,093.31
April 17, 1991 1,191.57
June 21, 1991 1,074. 35

On February 23, 1990, Saba (through Fides) and Merrill Lynch
executed a letter agreenent under which Merrill Lynch agreed to
act as Saba's exclusive financial adviser. The letter agreenent
does not state the amount of Merrill Lynch's fee for such
services. Merrill Lynch expected to be conpensated for its
services (at least in part) by acting as the dealer in
transactions with Saba.

Saba mai ntai ned certain audited and unaudited financi al
statenents. The audited financial statenments were prepared by
Art hur Andersen, W/l enstad, Curacao (Arthur Andersen). The
unaudi ted financial statenents were prepared by Fides pursuant to
its agreenent w th Saba.

Saba made the follow ng paynents to Cravath, Swai ne & Moore

and Arthur Andersen for professional fees:
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Dat e Anount Payee
July 31, 1990 $130, 266 Cravat h
Novenber 16, 1990 10, 000 Art hur Ander sen
June 21, 1991 10, 000 Art hur Ander sen
June 21, 1991 8,851 Cravat h
$159, 117

The $130, 266 fee paid to Cravath on July 31, 1990, was conposed
of $125,000 for professional services and advice, $2,962.35 for
m scel | aneous costs, i.e., postage, copying, and nessenger
charges, and $2,303.65 for travel and transportation charges.
In a Decenber 2, 1994 nenorandum from Cravath to Brunsw ck
Cravath item zed the $125,000 charge for professional services as
fol | ows:
The $125, 000.00 fee was for negotiation and

drafting of the docunentation, and for other related

services, in connection with: (a) the formati on of Saba

(%19, 452.45), (b) the purchase by Saba of certain notes

(%$25,576.37), (c) the sale by Saba of such notes

(%946, 649.86), (d) the assignnent of Saba's right to

recei ve paynents from such sale ($11,887.60) and (e)

other related matters ($21,433.72). * * *

Saba paid commercial paper fees as foll ows:

Dat e Anmount
August 10, 1990 $3, 342. 50
Septenber 12, 1990 620. 00
Cct ober 3, 1990 510. 00
Novenber 6, 1990 840. 00
Decenber 18, 1990 620. 00
January 9, 1991 195. 00
February 14, 1991 450. 00
March 15, 1991 415. 00
April 17, 1991 345. 00
May 31, 1991 305. 00
June 12, 1991 115. 00

$7,757.50



| V. Saba Transactions

A. Purchase of Private Placenent Fl oating Rate Notes

Merrill Lynch prearranged for Chase Manhattan Bank (Chase)
to sell private placenment floating rate notes (Chase PPNs) to
Saba. On February 26, 1990, Merrill Lynch transmtted to Chase a
Summary of Terns for the PPNs. On February 28, 1990, the sane
day that the Saba partners nmade their capital contributions to
t he partnership, Saba paid Chase $200 nmillion for one new y-

i ssued 5-year PPN in the principal amunt of $200 million. On
March 19, 1990, Chase reissued the $200 million PPN as four $50
mllion 5-year PPNs. Qher than the principal amounts, the 4
PPNs had the exact sanme ternms as the original $200, 000, 000 PPN
In particular, the Chase PPNs were due on February 15, 1995, and
paid interest at the 1-nonth conmercial paper rate plus nine
basis points (360-day year) converted to a noney nmarket yield for
t he actual nunber of days in the coupon period. The rate on the
PPNs was favorable to Chase because it was slightly | ess than
Chase's alternative sources of funding. Interest on the Chase
PPNs was due and payable nonthly on the third Wdnesday of each
mont h commenci ng on March 21, 1990. The Chase PPNs included a
Eur opean-styl e put option exercisable by the holder on April 17,

1991, at par plus accrued interest.
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At the time the Chase PPNs were issued, Chase was rated A-
by Standard & Poor's and Baa2 by Mbody's |Investors Service
(Moody's). The Chase PPNs were not registered under the
Securities Act of 1933 and were not traded on an established
securities market.

On March 21, 1990, Chase nmde a tinely interest paynent of
$975,298.51 to Saba on the Chase PPNs. Saba included this
paynent in its interest income on its Form 1065 (U. S. Partnership
Return of Incone) for the taxable year ended March 31, 1990.

B. Saba's Sale of Private Pl acenent Notes

Wi | e arrangi ng Saba's purchase of the Chase PPNs, Merril
Lynch began maki ng arrangenents for Saba to sell the Chase PPNs.
On March 6, 1990, and March 8, 1990, Merrill Lynch transmtted a
Summary of Terns for the Chase PPNs to Fuji Capital Mrkets
(Fuji) and Norinchukin Bank (Norinchukin), respectively. Fuji
and Norinchuki n each prepared nenoranda, seeking approval to
purchase the Chase PPNs, which stated that the transactions were
designed to provide tax savings for Merrill Lynch's custoners.

Merrill Lynch had approached Fuji and Nori nchukin regardi ng
the sale of the Chase PPNs because they were able to issue debt
instrunents; i.e., LIBOR notes. Although Saba woul d have
incurred | ower transaction costs by selling the Chase PPNs to a
nmoney mar ket fund, such funds were elimnated from consideration

i nasmuch as they could not issue LIBOR notes.
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On March 13, 1990, Saba conducted a partnership neeting at
Merrill Lynch's office in Toronto. O Brien represented Brunsw ck
and Skokie at the neeting, while de Beer represented ABN by way
of a tel ephone conference call. Taylor and Joel Van Dusen, an
| nvest nent Banki ng anal yst, participated in the neeting on behalf
of Merrill Lynch.

During the neeting, the partners discussed their belief that
interest rates were likely to rise due to a stronger econony,
rising rates in Japan and Europe, and the reunification of
Germany. According to mnutes of this neeting, Saba adopted a
resolution (at the suggestion of Merrill Lynch) authorizing and
directing the sale of the Chase PPNs for consideration consisting
of 80 percent cash and 20 percent contingent paynents based on
LI BOR. The LIBOR notes would provide for periodic paynents at a
designated LIBOR rate on a notional principal anount (NPA) for a
set term The LIBOR note NPA was not intended to represent the
princi pal anobunt due but was used solely as a nmultiplier to
determ ne the anount of LIBOR-based contingent paynents.

On March 23, 1990, imediately prior to close of Saba's
first taxable year, Saba sold 2 Chase PPNs to Fuji and 2 Chase
PPNs to Norinchukin. In exchange for the 2 Chase PPNs sold to
Fuji, Saba received $80 nmillion in cash and 2 install nent
purchase agreenents dated March 23, 1990 (Fuji LIBOR notes), each

with a stated NPA of $25, 720,000 for a total NPA of $51, 440, 000.
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I n exchange for the 2 Chase PPNs sold to Norinchukin, Saba
received $80 million in cash and 2 installnent purchase
agreenents dated March 23, 1990 (Norinchukin LIBOR notes), each
with a stated NPA of $25, 765,000 for a total NPA of $51, 530, 000.

At the tine of these transactions, Fuji was rated Aal by
Moody's and AA by Standard & Poor's, while Norinchukin was rated
Aaa by Mbody's and AAA by Standard & Poor's.

The sale of the Chase PPNs to Fuji and Norinchukin included
$94, 384 of interest that had accrued on the PPNs for the period
from March 21, 1990 through March 23, 1990. Saba reported this
anopunt as interest incone on its Form 1065 for the taxable year
ended March 31, 1990.

The Fuji and Norinchukin LIBOR notes were effective as of
April 2, 1990, and provided for a streamof 20 quarterly
paynments, beginning on July 2, 1990, and ending on April 2, 1995,
in an anount that would float based on 3-nonth LIBCR determ ned
at the beginning of the paynent period multiplied by (1) the NPA
of the note, and (2) a fraction consisting of the nunber of days
bet ween paynent dates divided by 360.

Saba sold the Chase PPNs at 99.25 percent of par, or at a
private placenment discount of $1,500,000 (75 basis points tines
$200, 000, 000). Paul A. Pepe (Pepe), vice president for Merril
Lynch Capital Markets, determ ned the origination value for the

Fuji and Nori nchukin LI BOR notes based upon the sum of the par
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val ue of the Chase PPNs and the accrued interest on the PPNs,
| ess the private placenent discount and the cash received upon

the sale of the Chase PPNs, as foll ows:

Fuji LI BOR Notes

Par val ue of 2 Chase PPNs $100, 000, 000
Pl us accrued interest (through March 23) 47,192

100, 047, 192
Less private placenent discount (750, 000)

99, 297, 192
Less cash received (80, 000, 000)
Merrill Lynch origination val ue $ 19, 297,192

Nori nchukin LI BOR Not es

Par val ue of 2 Chase PPNs $100, 000, 000
Pl us accrued interest (through March 23) 47,192
100, 047, 192

Less private placenent discount (750, 000)
$ 99, 297,192

Less cash received (80, 000, 000)
Merrill Lynch origination val ue $ 19, 297,192

According to Pepe's conputations, Saba received
consi deration totaling $198, 594, 384 consisting of the
$160, 000, 000 in cash and the Fuji and Norinchukin LI BOR notes
with a conbi ned present value of $38,594,384. The difference
bet ween the par value of the Chase PPNs plus accrued interest
(%200, 094, 384) and the total consideration that Saba received
(%198, 594, 384) reflects the $1,500,000 private placenment di scount
on the sale of the Chase PPNs.

Contrary to the origination value that Pepe assigned to the

LI BOR notes, Saba listed the value of the LIBOR notes in its
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general |edger for the period ended March 31, 1990, at

$40, 094, 384. Saba carried the LIBOR notes on its audited and
unaudited financial statenents at cost; i.e., the present val ue
of the LIBOR notes of $38,594, 384, plus the $1, 500,000 private

pl acenent di scount on the sale of the Chase PPNs. Saba adopted

t hi s approach based upon advice from Merrill Lynch. As discussed
in detail below, the private placenent discount on the sale of

t he Chase PPNs eventually was borne solely by Brunsw ck foll ow ng
the distribution and sale of the LIBOR notes.

A portion of the $1,500,000 private placenent discount on
the sale of the Chase PPNs was attributable to the PPNs' |ack of
liquidity. |If Saba had invested directly in LIBOR notes, as
opposed to first purchasing and then selling the Chase PPNs, Saba
coul d have avoi ded the portion of the $1,500, 000 di scount
attributable to the PPNs' lack of liquidity.

O Brien understood that Saba had invested in the Chase PPNs,
prior to its investnent in the LIBOR notes, to ensure that the
transactions would be treated for tax purposes as CI NS
transactions. The Chase PPNs were not readily tradeable on an
establ i shed market. |In addition, because the LIBOR notes
provided for 20 variable quarterly paynents, Saba coul d not
determ ne the aggregate selling price of the Chase PPNs by the
end of its March 31, 1990, taxable year. Consequently, Saba

reported the sale of the Chase PPNs as an "install nent sale"
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under section 453(b). Saba conputed its gain on the sale through
a ratable allocation (or recovery) of its basis in the Chase PPNs
under section 15A 453-1(c), Tenporary Incone Tax Regs., 46 Fed.
Reg. 10711 (Feb. 4, 1981).

Al t hough the Fuji and Norinchukin LIBOR notes provided for
20 quarterly paynents to be paid over a 5-year period begi nning
July 2, 1990, Saba had received the $160 mllion cash portion of
the sale proceeds imedi ately prior to the end of its March 31,
1990 taxable year. Taking the position that the maxi mum peri od
over which paynents could be received on the sale of the Chase
PPNs was 6 years, Saba applied 1/6th of its basis in the Chase
PPNs in conmputing its gain on the sal es under section 15A 453-
1(c), Tenporary Incone Tax Regs., supra. Saba reported the sale
of the Chase PPNs on its Form 1065 for the year ended March 31,

1990, as foll ows:

Cash Proceeds: $160, 000, 000
Cost : 200, 000, 000
Basis = 1/6 cost: 33, 333, 333
Gai n: $126, 666, 667

Saba al |l ocated the gain reported on its Form 1065 for the
tax year ended March 31, 1990, anong its partners (per its

Schedul e K-1s) as foll ows:
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Per cent age

Part ner | nt er est Gai n

Skoki e .5 $633, 333
Br unswi ck 9.5 12, 033, 334
Sodbury 90.0 114, 000, 000
Tot al 100. 0 $126, 666, 667

The $126, 666, 667 gain that Saba reported on its March 31, 1990
tax return was not included on Saba's audited or unaudited
financial statenments for the year ended March 31, 1990.

Saba invested the $160 million that it received on the sale
of the Chase PPNs in tine deposits and commerci al paper. Saba
acquired approxinmately $50 nmillion of Brunswi ck comercial paper
bet ween Septenber 20 and 26, 1990. Saba held Brunsw ck's
commerci al paper through April 3, 1991, when it contributed the
comerci al paper to SBC International Holdings, Inc. See
di scussion infra p. 44.

C. McManaman's Tax Proj ecti ons

On April 20, 1990, McManaman prepared a schedule entitled
"FOREI GN PARTNERSHI P TAX UPDATE" in which he projected that
Brunswi ck woul d realize capital |osses of $80 nillion
attributable to "FOREI GN PARTNERSHI P |I" (Saba) and capital | osses
of $57 mllion attributable to "FOREI GN PARTNERSHIP |I1" (the yet
to be formed O rabanda partnership). In addition, MManaman
proj ected that Brunswi ck would realize capital gains of $91
mllion attributable to the sales of its Technical businesses and

Ni reco stock, that such capital gains would be offset by
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Brunswi ck's capital |osses fromits partnership investnents, and
t hat Brunswi ck woul d have $51 million in capital |osses to carry
back to taxable years 1987 through 1989. On April 25, 1990,
McMananman presented his projections to Brunswi ck's Board of

Di rectors.

D. Brunswi ck' s Purchase of 50 Percent of Sodbury's
Part nership | nterest

During a July 13, 1990, Saba partnership neeting, Sodbury
requested that the remaining partners purchase 50 percent of its
interest in the partnership. Brunswi ck agreed to pay $92, 452, 227
in cash for 50 percent of Sodbury's partnership interest based in
part upon Pepe's valuation of the Fuji and Norinchukin LIBOR
notes. In notes dated July 13, 1990, Pepe valued the Fuji and
Nori nchukin LI BOR notes held by Saba at $36, 213,588, and then
added to that amount $2, 035, 000--the sum of the $1, 500, 000
private placenment discount and an unidentified additional anount
of $535,000. Pepe rounded the resulting figure of $38, 248,588 up
to $38, 250, 000. By valuing the Fuji and Norinchukin LIBOR notes
in this fashion, Sodbury was relieved of the cost or private
pl acenent di scount associated with the sale of the Chase PPNs.

After Brunswi ck's purchase of 50 percent of Sodbury's
interest in Saba, Brunswi ck held a 54.5-percent partnership
interest in Saba, Skokie held a .5-percent partnership interest,

and Sodbury held a 45-percent partnership interest.
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On July 13, 1990, Sodbury transferred the $92, 452, 227
received fromBrunswick to ABNto be applied as a credit agai nst
its | oan account.

E. Br unswi ck- ABN Consul ti ng Agr eenent

On July 3, 1990, Brunsw ck and ABN entered into an agreenent
under which ABN agreed to provide consulting services to
Brunswi ck in exchange for a fee. Brunsw ck charged the fees that
it paid to ABN pursuant to the consulting agreenent against the
portion of Brunswi ck's Accrued D sposition Costs reserve account
all ocated to partnership activity. Brunswi ck paid ABN a total of
$750, 000 pursuant to the consulting agreenent: $250,000 on or
about July 10, 1990; $250,000 on or about February 26, 1991; and
$250, 000 on or about February 27, 1992.

F. Payments on 4 LI BOR Notes

On July 2, 1990, Fuji and Norinchukin made tinely LIBOR note
paynents to Saba of $1, 115, 320.33 and $1, 113, 372. 36,
respectively. Saba included $49,882 of these paynents in its
interest incone on its Form 1065 for the taxable year ended
March 31, 1991.

G Distribution of 3 LIBOR Notes to Brunsw ck

On August 17, 1990, Saba distributed $24,016,789 in cash to
Sodbury, $266,853 in cash to Skokie, and 2 Fuji LIBOR notes and 1
Nori nchukin LIBOR note to Brunswi ck. In notes dated August 17,

1990, Pepe valued the 3 LIBOR notes distributed to Brunsw ck by
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first assigning a base value of $36,758,918 to all 4 of the Fuji
and Nori nchukin LIBOR notes and adding to that anmount the
$1, 500, 000 private placenent discount and the $535, 000 anmount
that first appeared in Pepe's notes dated July 13, 1990. Pepe's
not es dated August 17, 1990, identify the $535,000 anount as a
"fee". Pepe rounded the resulting figure of $38,793,918 up to
$38, 794,000 and multiplied that figure by the ratio of the total
NPA of the retained Norinchukin LIBOR note ($25,765,000) to the
NPA of all the LIBOR notes ($102,970,000). Pursuant to these
conput ati ons, Pepe val ued the Norinchukin LIBOR note that Saba
retained at $9, 707,000 and the 3 LIBOR notes that Saba
distributed to Brunswi ck at $29, 087, 000.

Sodbury transferred the $24,016,789 that it received from
Saba to ABN to be applied as a credit against its |oan account.

H. Brunswick's Sale of 3 LI BOR Notes

I n August 1990, concurrent with Saba's distribution of the 3
LI BOR notes to Brunswi ck, Merrill Lynch was maki ng arrangenents
for Brunswick to sell the LIBOR notes. On August 14, 1990, a
representative of the Bank of Tokyo, Ltd. (BOT) prepared a
menor andum seeki ng approval from BOT's head office to purchase
the 3 LIBOR notes from Brunswi ck in connection with a structured

transaction to be arranged by Merrill Lynch. On August 24, 1990,
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Brunswi ck and Merrill Lynch executed a letter agreenent
appointing Merrill Lynch as Brunsw ck's excl usive agent to
arrange for the sale of the 3 LIBOR notes.

On Septenber 6, 1990, Brunswi ck sold the 3 LIBOR notes to
BOT for $26, 601, 451. Brunswick deternmined that it incurred a
capital loss on the sale of the LIBOR notes. First, Brunsw ck
conputed its inside basis in the 3 LIBOR notes by nmultiplying
$166, 666, 667 ($200, 000, 000 (Saba's original cost basis in the
Chase PPNs) | ess $33,333,333 (the portion of Saba's cost basis in
the Chase PPNs used in conputing Saba's gain on the sale of the
PPNs)) by 75 percent to account for the fact that Brunsw ck had
received 3 of the 4 LIBOR notes originally held by Saba. Under
this fornmula, Brunswi ck determ ned that it had an inside basis in
t he LI BOR notes of $125,000,000. In the alternative, Brunsw ck

conputed its outside basis in Saba as of Septenber 6, 1990, as

fol | ows:
Contri butions $19, 000, 000
Distributive share for 3/31/90
Capital gain 12, 033, 334
| ncone 127, 470
Purchase of partnership interest 92,452, 227
Total basis $123, 613, 031

Brunswi ck determ ned that its basis in the 3 LI BOR notes was
$123,613,031--the lesser of its outside basis in Saba or its

inside basis in the 3 LI BOR notes.
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On its consolidated Federal incone tax return for 1990,
Brunswi ck reported a net short-termcapital |oss of $84,978, 246
attributable to Saba. The $84, 978, 246 net short-term capital
| oss consists of the difference between Brunsw ck's purported
basis in the 3 LIBOR notes and the sales price of the notes, |ess
Brunswi ck's distributive share of the gain reported by Saba on
the sale of the Chase PPNs: ($123,613,031 - $26, 601, 451) -
$12, 033, 334 = $84, 978, 246.

Brunswi ck reported a loss on its audited and unaudited
financial statenments on the sale of the 3 LIBOR notes in the
amount of $2,485,549, which is the difference between the cash
proceeds of $26, 601,451 and t he $29, 087, 000 val ue that Pepe
assigned to the 3 LIBOR notes at the tine that they were
di stributed. The $2,485,549 | oss was recorded in the portion of
Brunswi ck's Accrued Disposition Costs reserve account all ocated
to partnership activity. Brunswck's IPD and Tech Divestitures
Anal ysis of Deferred D sposition Costs account nunber 2107265
reflects the above $2, 485, 549 | oss.

On its consolidated Federal incone tax return for 1990,
Brunswi ck reported Skokie' s distributive share of the gain
reported by Saba on the sale of the Chase PPNs ($633, 333) as
ot her incone, rather than capital gain. |[|f Brunsw ck had

reported Skokie's distributive share of the gain as capital gain
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on its consolidated Federal inconme tax return, Brunsw ck woul d
have reported a short-termcapital loss attributable to Saba of
$84, 344, 913.

| . Parti al Redenption of Sodbury's Partnership |nterest

On Septenber 14, 1990, Saba distributed $60, 204, 145 in cash
to Sodbury in redenption of a 35-percent partnership interest.
For purposes of determ ning the anobunt to be distributed in the
redenption, Pepe val ued the remai ning Norinchukin LIBOR note held
by Saba at $9, 680,000. The $9, 680,000 anount included a $375, 000
private placenment discount (25 percent of the original $1,500, 000
private placenment discount) and $133, 750 (25 percent of the
uni dentified $535,000 "fee").

After the Septenber 14, 1990 distribution, Brunswi ck held a
89. 181882- percent partnership interest in Saba, Skokie held an
. 8181818-percent partnership interest, and Sodbury held a 10-
percent partnership interest.

On Septenber 14, 1990, Sodbury transferred the $60, 204, 145
that it received from Saba to ABN to be applied as a credit
against its | oan account.

J. Paynents on Norinchukin LI BOR Note

Nori nchukin made tinely paynents to Saba on the renaining
LI BOR note between Cctober 1990 and April 1991. Saba anortized
the LIBOR note paynents for tax purposes and reported inputed

interest as foll ows:



LI BOR Not e | mput ed
Payment Date Paynent Pri nci pal | nt er est
Cct ober 2, 1990 $551, 443 $528, 099 $23, 344
January 2, 1991 548, 356 514, 425 33,931
April 2, 1991 488, 126 448, 778 39, 348

K. Transfer and Term nation of 3 LI BOR Notes

On Decenber 27, 1990, BOT assigned its rights under the
Nori nchukin LIBOR note that it had purchased from Brunswi ck to
Banque Francai se du Conmerce Exterieur (BFCE) for $7,510,040. On
January 2, 1991, Fuji paid $16,063,182 to BOT in cancellation of
the two Fuji LIBOR notes that BOT had purchased from Brunsw ck
On June 28, 1991, Norinchukin paid $7,040,954 to BFCE in
cancel | ati on of the Norinchukin LIBOR note.

L. Fornati on of SBC I nternational Holdings, Inc. (SBQC

On April 3, 1991, Saba organi zed SBC I nternational Hol dings,
Inc. (SBC). Saba transferred $744,109 in cash, $49, 835, 451 of
Brunswi ck conmerci al paper, $27,902,067 of other commerci al
paper, and the renai ni ng Nori nchukin LIBOR note val ued at
$7, 752,000 to SBC in exchange for all 100 shares of SBC s
out st andi ng st ock.

On April 3, 1991, Saba anended its partnership agreenent to
provi de, anong ot her things, that Sodbury would not pay any

portion of SBC s Federal incone taxes.
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M Downgr ade of Brunswick’'s Credit Rating

On June 6, 1991, Muody’'s announced that it was placing
Brunswi ck's debt ratings under review. On June 19, 1991, Moody’s
announced that it was downgradi ng Brunsw ck’s | ong-term debt
rating from Baal to BaaZ2.

N. Di ssol uti on of Saba

During a June 21, 1991, Saba partnership neeting, Brunsw ck
infornmed the partnership that, due to a recent downgradi ng of
Brunswi ck’s credit rating, Brunsw ck would have to liquidate its
investrment in Saba in order to reduce the anmount of its
out st andi ng commerci al paper and ot her borrowi ngs. On June 21,
1991, Saba transferred $1, 161,928 to SBC as additional paid-in
capital. The followi ng schedule lists SBC s assets as reflected

on its June 21, 1991 unaudited financial statenent:

[tem Anmount
Cash $1, 161, 928
Ti me deposits 2,922,499
Nori nchukin LI BOR Note (as valued by Merrill Lynch) 7, 760, 000
Brunswi ck commerci al paper 49, 787, 895
Non- Brunswi ck commerci al paper 26, 696, 262
Accrued interest on Brunsw ck commerci al paper 73, 757
Accrued interest on non-Brunswi ck commercial paper 54, 744
Accrued interest fromtine deposits 931
Tot al $88, 458, 016

On June 21, 1991, Saba was dissol ved. For purposes of
Saba’s audited and unaudited financial statenents, Brunsw ck was
al l ocated $1, 101, 381, Skokie was allocated $10, 104, and Sodbury

was al | ocated $123, 499 of Saba's income fromApril 1, 1991
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t hrough June 21, 1991. For tax purposes, Brunswi ck was all ocated
$190, 177, Skokie was allocated $1, 744, and Sodbury was al |l ocat ed
$21, 325 of Saba's income fromApril 1, 1991 through June 21,

1991. These differences were reported on Saba s Form 1065
(Schedule M for the period ended June 21, 1991.

Saba's partners received the follow ng property in
[iquidation of their Saba partnership interests: (1) Brunsw ck
recei ved Saba's 100 shares of SBC stock; (2) Skokie received
$811,541 in cash; and (3) Sodbury received $9, 918,840 in cash.

On June 21, 1991, Sodbury's |oan account wi th ABN was
credited in the anpbunts of $4,946,172.46 and $2, 000, 000.

Brunswick filed SBC s Federal inconme tax return for the
period April 3, 1991 through June 21, 1991, reporting taxable
i ncone of $1, 054,460 and tax due of $358,516. Brunsw ck paid the
tax due. Brunsw ck included SBC on its consolidated Federa
incone tax return for 1991. Brunswick did not report its receipt
of, or any gain or loss from the 100 shares of SBC stock that it

recei ved upon Saba's dissol ution.



(@] Di ssol uti on of Sodbury

On or about March 20, 1991, Sodbury paid dividends of $328
to both Pieternaai and Ronde Klip. The dividends were
transferred to ABN and were credited to Pietermmai's and Ronde
Klip's | oan accounts.

On June 21, 1991, ABN-WIlenstad released all of its right,
title, and interest in and to the collateral assigned to it under
the February 26, 1990, pledge agreenents between ABN, Pieternaai,
and Sodbury and between ABN, Ronde Klip, and Sodbury. Effective
July 26, 1991, ABN exercised its options under the February 26
1990, option agreenents to buy Pietermaai's and Ronde Klip's
hol di ngs i n Sodbury.

On July 26, 1991, Sodbury paid ABN $3, 065, 347, an anopunt
representing Sodbury's total liabilities and stockholder's equity
of $3,071, 347 | ess $6,000 of capital. On that sane date,
Sodbury's | oan account with ABN was credited in the anmount of
$3,065,347. This anmount is reflected as an interimdividend on
Sodbury's financial statenent.

On July 29, 1991, Pietermaai and Ronde Klip each repurchased
3,000 shares of Sodbury stock from ABN for $1. On the sane date,
an extraordinary neeting of Sodbury's sharehol ders was held, and
it was resolved to dissolve Sodbury. Curab, N V., an entity

controlled by ABN Trust, was appointed |iquidator.



- 48 -

P. SBC s Sale of Remmining Norinchukin LI BOR Note

On July 2, 1991, SBC, then Brunsw ck's subsidiary, sold the
remai ni ng Norinchukin LIBOR note via a Satisfaction and
Term nation Agreenent wi th Norinchukin dated June 28, 1991.
Nori nchuki n paid SBC $7, 040,954 for the remaining note. Merril
Lynch arranged the transaction. Norinchukin's July 2, 1991,
paynent included a LIBOR note paynment of $419,262.75 due on that
sane date. SBC, through Brunsw ck, anortized the Norinchukin
LI BOR note paynent for tax purposes and reported inputed interest

as foll ows:

LI BOR Not e | mput ed
Payment Date Paynent Pri nci pal | nt er est
July 2, 1991 $419, 263 $377, 684 $41, 579

Brunswi ck determ ned that SBC incurred a capital |loss on the
sal e of the Norinchukin LIBOR note. Brunsw ck conputed SBC s
basis in the Norinchukin LIBOR note by multiplying $166, 666, 667
($200 mllion (original cost basis of the Chase PPNs) |ess
$33, 333,333 (the portion of cost basis of the Chase PPNs used in
conputing Saba's gain on the sale of the PPNs)) by 25 percent to
account for the fact that SBC had received 1 of the 4 LIBOR notes
originally held by Saba. Under this formula, Brunsw ck
determned that SBC s basis in the Norinchukin LIBOR note was
$41, 666, 667. Brunswick reported a long-termcapital |oss of

$32,631, 287 on its consolidated Federal inconme tax return for
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1991 attributable to SBC s sale of the remai ni ng Nori nchukin

LI BOR note. Brunswick reported a |oss of $719,046 on its audited
and unaudited financial statements attributable to the sale of

t he remai ni ng Norinchukin LIBOR note. Brunsw ck charged the
$719,046 1 oss to the portion of Brunsw ck's Accrued Di sposition
Costs reserve account allocated to partnership activity as part
of a $758, 213 entry.

Q Termnation of Chase Private Placenent Notes

Bet ween June 1990 and August 1990, Merrill Lynch exercised
its option under a side agreenent with Fuji and purchased $40
mllion of the $100 million principal anpbunt of Chase PPNs t hat
Fuji was holding. On February 25, 1991, Fuji elected to exercise
the put option with respect to the remaining $60 million
princi pal amobunt of the Chase PPNs. On April 17, 1991,

Nori nchukin elected to exercise the put option with respect to
the $100 million principal anmount of the Chase PPNs that it held.

V. Saba- Rel at ed Swaps

A. Fuji and Nori nchuki n Swaps

Merrill Lynch offered Fuji and Norinchukin structured
transactions to be inplenented in conjunction with their
agreenent to purchase the Chase PPNs from Saba for cash and LIBCOR
notes. In financial term nology, a "structured transaction"” is
one that conbines two or nore financial instrunments or

deri vati ves. Mbst structured transactions, like those in this



- 50 -

case, involve derivatives. The structured transaction that
Merrill Lynch offered to Fuji and Norinchukin consisted of two
swaps: (1) A basis swap related to the asset that the banks
woul d be purchasing (the Chase PPNs), and (2) a hedge swap
related to the liability that the banks woul d be undertaking in
connection wth the issuance of the LIBOR notes. In general
terms, a swap i s an agreenent between two parties to exchange one
set of paynents for another. For exanple, one party m ght
exchange paynents based on a floating interest rate for a paynent
based on a fixed interest rate.

Econom cally, the Fuji and Norinchukin swaps provided the
banks wth both an asset and a liability that were attractively
priced conpared to other alternatives in the market. Merril
Lynch was the counterpart in the swaps.

The Fuji and Nori nchukin basis swaps had the effect of
passing to Merrill Lynch the interest paynents that accrued on
t he Chase PPNs from March 21, 1990 through the date that the
Chase PPNs were termnated. Further, Merrill Lynch nmade paynents
to Fuji and Norinchukin which, when considered in conjunction
wi th the purchase of the Chase PPNs, enhanced Fuji's and
Norinchukin's returns fromthe Chase PPNs. The net cash flows
resulting fromthe conbination of the Chase PPNs with the basis
swaps were tied to LIBOR--the interest rate index under which

Fuji and Nori nchukin normally conducted business.
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The Fuji and Nori nchukin hedge swaps were designed to all ow
the banks to transformtheir liabilities under the LIBOR notes to
an anortizing liability at an interest rate bel ow LI BOR
Consequently, the Fuji and Nori nchukin hedge swaps effectively
converted the transactions, fromthe banks' perspective, to
synthetic funding bel ow the banks' funding rates. Further, the
banks' paynents under the hedge swaps were nuch | ess volatile
than the paynents required to be nmade under the LIBOR notes.

B. Sodbury- ABN-Merrill Lynch Swaps

Sodbury entered into interest rate swaps with ABN and ABN
entered into mrror swaps with Merrill Lynch to reduce Sodbury's
and ABN s interest rate risk associated with the 4 LIBOR notes
hel d by Saba.

C. Bank of Tokyo Swaps

Ef fective Septenber 6, 1990, Merrill Lynch and BOT executed
a swap in connection with BOT's purchase of the 3 LIBOR notes
fromBrunswi ck. The swap, which was designed to replicate the
econom c effect of investing in an anortizing |loan that paid a
mar gi n over LIBOR, effectively converted the purchase of the
LI BOR notes, from BOI's perspective, to a synthetic anorti zing
asset at a rate above BOI's normal financing rate.

D. Banque Francai se du Commerce Exterieur Swaps

Ef fective January 2, 1991, Merrill Lynch and BFCE executed a

swap in connection with BOI's assignnent of the Norinchukin LIBOR
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note to BFCE. The swap, which was designed to replicate the
econom c effect of investing in an anortizing |loan that paid a
mar gi n over LIBOR, effectively converted the purchase of the
LI BOR Note, from BFCE' s perspective, to a synthetic anorti zing
asset at a rate above LIBOR

E. Brunswi ck Swaps

On April 5, 1990, Brunswick and Merrill Lynch entered into
an Interest Rate and Currency Exchange Agreenent to govern
antici pated swap transactions between them On July 16, 1990,
concurrent with Brunsw ck's purchase of 50 percent of Sodbury's
interest in Saba, Brunswi ck and Merrill Lynch entered into a swap
agreenent. Brunswi ck used the swap to hedge a substanti al
percentage of its interest in the LIBOR notes held by Saba.

On August 20, 1990, concurrent with the Saba's distribution
of 3 LIBOR notes to Brunswi ck, Brunswi ck and Merrill Lynch
entered into a second swap agreenent. Brunswi ck used the swap to
hedge a substantial percentage of its interest in the LIBOR
not es.

On Septenber 6, 1990, Brunswick and Merrill Lynch partially
termnated the July 16, 1990, swap in connection with Brunsw ck's
sale of the 3 LIBOR notes to BOT. The July 16, 1990, swap was
conpletely termnated on July 2, 1991, follow ng SBC s sal e of
t he remai ni ng Norinchukin LIBOR note. On Septenber 6, 1990,

Brunswi ck and Merrill Lynch partially term nated the August 20,
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1990, swap due to Brunswick's sale of the 3 LIBOR notes. This
swap was conpletely termnated on July 2, 1991, followi ng SBC s
sal e of the remaining Norinchukin LI BOR note.

On Septenber 14, 1990, concurrent with the parti al
redenption of Sodbury's partnership interest, Brunsw ck and
Merrill Lynch entered into a third swap. Brunsw ck used the swap
to hedge a substantial percentage of its interest in the
remai ni ng Norinchukin LIBOR note held by Saba. This swap was
conpletely termnated on July 2, 1991, following SBC s sal e of
t he remai ni ng Norinchukin LIBOR note.

VI . O rabanda | nvesterings Partnership

A, Structure

On June 13, 1990, Brunsw ck, through Mayer, Brown & Platt,
requested that Merrill Lynch arrange a second partnership with a
structure slightly different from Saba. Brunsw ck requested that
the foundations (stichtings) own the stock of subsidiary #1 which
in turn would owmn the stock of subsidiary #2. Brunsw ck
requested that subsidiary #1 obtain a |loan from ABN and use the
proceeds to capitalize subsidiary #2 with equity and that
subsidiary #2 act as the third partner in the new partnership.
On June 20, 1990, Brunswick and Merrill Lynch entered into a

| etter agreenment under which Merrill Lynch agreed to serve as
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Brunswi ck's advi ser regardi ng O rabanda in exchange for a fee.
On or about Septenber 5, 1990, Brunswick paid a $250,00 fee to
Merrill Lynch.

By nenorandum dated June 19, 1990, den Baas informed ABN s
Ri sk Managenent Departnment that Brunswi ck was interested in
formng a second partnership. den Baas' nenorandum stated in
pertinent part:

al though the | oan spread will be 30 bps. the
transaction will yield 85 bps. over LIBOR (the
difference to be paid separately). Total renuneration
$600, 000 excluding the Trust fee.

The previous deal has been unwound ahead of schedul e
and out standi ngs per June 30, 1990 are $25mm
Brunswick is in the process of divesting nore of its
subsidiaries than originally planned and expects to
generate nore capital gains than covered by the first
transaction. Therefore they requested ABN Trust
Curacao to create a new SPC for a second transactions
with the sane paraneters as before.

W will be brought down from $135nm within three
nonths to appr. $20mm and then to $10mm before year-
end. The total termof the transaction is anticipated
for one year with a maximumtermof 1.5 years.

We are in the process of further syndicating present
outstandings in Wllenstad to such a level that this
transaction will not bring us over the agreed upon

| evel of $2 bln. per June 30, 1990. This transaction
will NOT be put on the books if this attenpt is
unsuccessful and by no neans will the maxi num

out st andi ngs be nore than the $2 bl n.

* * * * * * *
The cal endar for this transaction will | ook as foll ows:

Last week of June purchase of the private placenents
for a total anmpunt of $150mMm
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Last week of July sale of these private placenents for
cash ($120mm ) and installnment note issued by AA or
better rated bank, with NPV of $30mm Cash will be
invested in CP. rated A-1/P-1 with a maxi num of $20mm
per nanme and a maxi mnum maturity of 60 days. This to be
i nvested by ABN Trust and held by ABN New York.

In August the SPC s interest will be reduced to $50mm
with a further reduction in early Septenber to $20nm

In Decenber the SPC will reduce its involvenent further

to $10nm which will be reduced fully to zero in July

of 1991.
On June 19, 1990, ABN' s North Atlantic Credit Commttee
recommended approval of the second partnership "I N ACCORDANCE
W TH PREVI QUS ADVI CES'. On June 22, 1990, ABN s Ri sk Managenent
Departnent approved the transaction so | ong as ABN woul d have the
right to liquidate the portfolio if its interest in the

partnership were not reduced according to the proposed schedul e.

B. Bart ol o Corporation

On June 20, 1990, ABN established two stichtings, Rocky
Foundation (Rocky) and Jasper Foundation (Jasper).

On June 20, 1990, Bartolo Corporation, N V. (Bartolo) was
i ncorporated in Curacao, Netherlands Antilles. ABN Trust was the
sol e managi ng director of Bartolo. At the tine that Bartol o was
i ncor por at ed, Rocky and Jasper each received one-half or 3,000
shares of the 6,000 shares of Bartol o commbn stock authorized to

be i ssued. Each Bartolo share had a par value of $1 for a total
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capitalization of $6,000. Bartolo paid ABN Trust $28, 338. 94,
i nvoi ced as a $25,000 fee for managenent, $3,335 for
i ncorporation costs, and $3 in expenses.

On June 25, 1990, d avicor Corporation, N V. (Cavicor) was
i ncorporated in Curacao, Netherlands Antilles. ABN Trust was the
sol e managing director of Clavicor. At the tinme that d avicor
was i ncorporated, Rocky and Jasper each received one-half or
3,000 shares of the 6,000 shares of C avicor common stock
aut hori zed to be issued. Each Cavicor share had a par val ue of
$1 for a total capitalization of $6,000. C avicor paid ABN Trust
$6, 013, invoiced as a $3,500 fee for managenent, $2,500 in
i ncorporation costs, and $13 i n expenses.

On June 25, 1990, Rocky and Jasper transferred all 6,000
shares of Bartolo to Clavicor. Bartolo was organi zed to serve as
a general partner in Orabanda because ABN was not interested in
assumng the unlimted liability of a general partner and the
funding that ABN woul d provide to Bartol o could be syndi cat ed.

C. Orabanda Orqgani zati onal Meeting

By partnership agreenent dated June 20, 1990, Brunsw ck
Skoki e, and Bartolo fornmed O rabanda as a general partnership
under the laws of the State of New York. The partners agreed
that O rabanda would maintain its principal place of business in

Curacao, Netherlands Antilles.
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The partnership agreenent stated that the partnership was
bei ng organi zed "for the object and purpose of making investnents
in notes, bonds, debentures, and other interest bearing
i nstrunments, owni ng, managi ng, and supervi sing such investnents,
sharing the profits and | osses therefrom and engaging in such
activities necessarily incidental or ancillary thereto." The
partnership agreenent further stated that the partnership was
bei ng organi zed to enabl e Brunswi ck and Skokie "to reduce their
credit risk exposure on investnents while obtaining a yield in
excess of what they could obtain fromU. S. treasury securities"”
and to permt Bartolo "to earn a rate of return which reflects
the additional credit risk it may incur on Partnership
i nvestnents."

The partnership agreenment provided for the paynent of
"preferred anounts" from partnership inconme. |In particular,
partnership inconme would be allocated on a quarterly basis, first
to Brunswi ck and Skokie in an amount equal to a nonconpounded per
annumreturn on the daily anmounts of their unrecovered capital at
a rate equal to the Treasury bill rate plus 10 basis points, and
then to Bartolo in an anpbunt equal to a nonconpounded per annum
return on the daily amounts of its unrecovered capital at a rate
equal to LIBOR plus 5 basis points. Any remaining partnership
i ncone would be allocated to the partners in proportion to their

partnershi p percentages.
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The partnership agreenent stated that an act of the
partnership commttee would require the vote or consent of
partners whose aggregate partnership percentages were not | ess
t han 95 percent.

By |etter dated June 20, 1990, O rabanda engaged Fides to
performcertain adm nistrative and investnent managenent
services. By letter dated June 20, 1990, Orabanda entered into
an indemity agreement with Fides. During 1990 through 1991,

O rabanda made the foll owm ng paynents to Fides:

Dat e Anmount
Sept enber 6, 1990 $50, 822. 79
Novenber 14, 1990 1,471.75
February 14, 1991 1, 742. 61
March 15, 1991 2,390. 15
June 21, 1991 1, 028. 01

On June 21, 1990, Brunswi ck representatives O Brien and
Zel i sko attended O rabanda's organi zational neeting in Bernuda.
ABN s representative, de Beer, participated in the neeting by way
of tel ephone conference call.

By letter agreenent dated June 21, 1990, Orabanda engaged

Merrill Lynch as its financial adviser. The June 21, 1990,
| etter does not state the amount of Merrill Lynch's fee for such
services. Merrill Lynch expected to be conpensated for its

services (at least in part) by acting as the dealer in

transactions with Orabanda.
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On June 25, 1990, Skokie executed a prom ssory note
evi dencing a | oan of $1,500,000 from Brunswi ck. On Novenber 1,
1990, Skokie made a | oan repaynent to Brunswi ck in the anmount of
$354,522.67. On June 21, 1991, Skokie made a | oan repaynent to
Brunswi ck in the anmount of $741,777.70. After this second
paynent, the outstandi ng bal ance of the | oan was $403, 699. 63.

On June 25, 1990, ABN-W I | enstad and C avicor entered into a
Revol ving Credit Agreenent (RCA) under which ABN-WI I enst ad
agreed to nake available to Clavicor one or nore |oans in the
aggregate principal anount of $150 million. The RCA was to
expire no later than June 24, 1991. By agreenents dated June 25,
1990, Rocky and Jasper pledged their 6,000 shares of Cavicor to
ABN-W | | enstad as security for the RCA. On June 25, 1990, ABN
Wl enstad and C avicor entered into a Subordinated Loan
Agreenment (SLA) under which ABN-WI | enstad agreed to | oan
Clavicor $15 million, subordinated to the RCA. According to the
SLA, the loan was not to bear interest, unless the outstanding
princi pal was not paid on the expiration date.

By Option Agreenent dated June 25, 1990, Rocky and Jasper
each granted ABN the irrevocable option to purchase up to 100
percent of their O avicor shares at par.

On June 25, 1990, the O rabanda partners made the foll ow ng

capital contributions to the partnership:
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Capital Contribution Per cent age | nt er est
Brunswi ck $13, 500, 000 9.0
Skoki e 1, 500, 000 1.0
Bartol o 135, 000, 000 90.0
$150, 000, 000 100. 0

The partners' June 25, 1990, capital contributions were deposited
into Grabanda's bank account at ABN New Yor k.

Bartolo's initial capital contribution to Grabanda cane
froma loan fromdavicor. Cavicor was able to provide $135
mllion to Bartol o through funds obtai ned under its RCA with ABN-
W1 | enst ad.

D. M scel | aneous Fees

O rabanda mai ntai ned certain audited and unaudited financi al
statenents. Orabanda's audited financial statenents were
prepared by Arthur Andersen. Orabanda nade the foll ow ng
paynments to Arthur Andersen and Cravath, Swaine & Mdore for

pr of essi onal fees:

Dat e Anpount Payee
Novenber 14, 1990 $71,524. 25 Cravath
January 7, 1991 10, 000. 00 Art hur Andersen
June 21, 1991 13, 165. 19 Cravath

The $71,524.25 fee paid to Cravath on Novenber 14, 1990, incl uded
a fee for professional services of $68,000. In a Decenber 2,
1994 nmenorandum from Cravath to Brunswi ck, Cravath item zed the
$68, 000 charge for professional services as foll ows:

The $68, 000.00 fee was for negotiation and
drafting of the docunentation, and for other related
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services, in connection wth: (a) the formation of

O rabanda ($12,215.57), (b) the purchase by QO rabanda
of certain certificates of deposit ($12,537.03), (c)
the sale by Orabanda of such certificates
(%$23,193.51), (d) the assignnent of Orabanda’ s right
to receive paynents from such sale ($6,209.58) and (e)
other related matters ($13,844.31). * * *

O rabanda paid commerci al paper fees as foll ows:

Dat e of Paynent Anpunt
August 10, 1990 $385
Septenber 7, 1990 605
Cctober 5, 1990 315
Novenber 6, 1990 645
Decenber 7, 1990 575
January 19, 1991 215
February 14, 1991 315
March 15, 1991 330
April 17, 1991 290
May 31, 1991 195
June 18, 1991 100
VII. Orabanda Transactions

A. Orabanda's Purchase of Certificates of Deposit

On June 29, 1990, Orabanda purchased from I ndustrial Bank
of Japan (I1BJ) 4 newWy issued $25 mllion floating-rate
certificates of deposit (IBJ CDs) for a total principal anmount of
$100 million. The IBJ CDs included a European-style put option
exerci sabl e at par plus accrued interest by the holder on January
15, 1992, and were due to mature on June 21, 1995. The IBJ CDs
bore interest at 8.25 percent for the first nonth and at 1-nonth

LIBOR mnus 12.5 basis points thereafter.
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At the tinme the IBJ CDs were issued, I1BJ was rated Aaa by
Moody's. The I1BJ CDs were not registered under the Securities
Act of 1933 and were not traded on an established securities
mar ket .

On July 18, 1990, IBJ nade a tinely interest paynent of
$435,416.67 to Grabanda with respect to the I1BJ CDs. (I1BJ's
July 18, 1990, interest paynment was for $458, 333. 33, which
exceeded the interest amount due by $22,916.66. On July 31,
1990, the excess interest was reversed.) QOrabanda included this
interest paynent in its interest inconme on its Form 1065 for the
t axabl e year ended July 31, 1990.

B. Orabanda's Sale of Certificates of Deposit

Brunswi ck and Merrill Lynch discussed an investnent in an
i nstrunment anal ogous to an inverse floater, that would increase
in value as interest rates declined and decrease in value as
interest rates increased. Orabanda did not purchase such an
i nstrumnent.

On July 24, 1990, Orabanda held a partnership neeting at
Merrill Lynch's office in Toronto. Zelisko attended the neeting

on behal f of Brunswi ck and Skokie, while de Beer from ABN and

Taylor fromMerrill Lynch participated in the neeting by way of
t el ephone conference call. The partnership commttee adopted a
resol ution, upon the advice of Merrill Lynch, authorizing and

directing the sale of the I1BJ CDs for consideration consisting of
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cash and contingent paynents based upon LIBOR  The resol ution
does not explain the basis for Merrill Lynch's recommendation to
sell the 1BJ CDs.

On July 27, 1990, Orabanda sold its IBJ CDs to Sum tono
Bank Capital Markets (Sumitonp) for $80 mllion in cash and 4
i nstal |l ment purchase agreenents dated July 27, 1990 (Sumtono
LI BOR notes) each with a stated NPA of $13, 349,000 for a total
NPA of $53, 396, 000.

The sale of the IBJ CDs to Sumitono included $201, 562 of
interest that had accrued on the I1BJ CDs for the period fromJuly
18, 1990 through July 27, 1990. Orabanda included this anmount
ininterest incone on its Form 1065 for the taxable year ended
July 31, 1990.

Each of the Sum tono LIBOR notes that O rabanda received
provided for 20 quarterly paynents of an anmount equal to 3-nonth
LI BOR, generally set 3 nonths precedi ng the paynent date,
mul tiplied by (1) the NPA of each note and (2) a fraction
consi sting of the nunber of days between paynent dates divided by
360. Paynents on the Sumtonpo LIBOR notes were to conmence on
Novenmber 1, 1990, and to conclude on August 1, 1995. The
effective date of the Sumtono LIBOR notes was August 1, 1990.

O rabanda sold the IBJ CDs at 99. 25 percent of par, or at a
private placenment discount of $750,000 (75 basis points X

$100, 000, 000). Pepe of Merrill Lynch deternmi ned the origination
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val ue of the Sumitono LIBOR notes based on the sum of the par
val ue of the IBJ CDs plus accrued interest, |less the private
pl acenent di scount and the cash received upon the sale of the IBJ

CDs, as foll ows:

Par val ue of 1BJ CDs $100, 000, 000
Plus accrued interest (through 7/29) 201, 562

100, 201, 562
Less private placenent discount (750, 000)
Net anount 99, 451, 562
Less cash received (80, 000, 000)
Merrill Lynch origination val ue $19, 451, 562

Sum tono val ued the LIBOR notes that it had issued to Orabanda
at $18, 905, 565.

According to Pepe's conputations, OQrabanda received
consideration totaling $99, 451,562 consisting of the $80 mllion
in cash and the Sumtono LIBOR notes with a present val ue of
$19, 451,562. The difference between the par value of the 1Bl CDs
pl us accrued interest ($100,201,562) and the total consideration
that Qtrabanda received ($99, 451, 562) reflects the $750, 000
private placenment discount on the sale of the 1BJ CDs.

Contrary to the origination value that Pepe assigned to the
Sum tono LI BOR notes, Otrabanda carried the LIBOR notes on its
audi ted and unaudited financial statenments at their cost of
$20, 201, 562- -t he present value of the LIBOR notes of $19, 451, 562,
plus the $750, 000 private placenment discount on the sale of the
| BJ CDs. (O rabanda adopted this approach based upon advice from

Merrill Lynch. As discussed in detail below, the private
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pl acenent di scount on the sale of the IBJ CDs eventual ly was
borne solely by Brunswick following the distribution and sal e of
t he LI BOR notes.

A portion of the $750,000 private placenent discount on the
sale of the 1B CDs was attributable to the CDs' |ack of
liquidity. |If Orabanda had invested directly in LIBOR notes, as
opposed to first purchasing the IBJ CDs, Orabanda could have
avoi ded the portion of the $750,000 discount attributable to the
CDs' lack of liquidity.

O Brien understood that O rabanda had invested in the |BJ
CDs, prior to its investnent in the LIBOR notes, to ensure that
the transactions would be treated for tax purposes as CI NS
transactions. The I1BJ CDs were not readily tradeable on an
establ i shed market. |In addition, because the Sum tono LIBOR
notes provided for 20 variable, quarterly paynents, Qrabanda
coul d not determ ne the aggregate selling price of the 1BJ CDs by
the end of its July 31, 1990 taxable year. Consequently,
O rabanda reported the sale of the IBJ CDs as an "install nent
sal e" under section 453(b). Orabanda conputed its gain on the
sale of the I1BJ CDs through a ratable allocation (or recovery) of
its basis in the 1BJ CDs under section 15A 453-1(c), Tenporary
I ncone Tax Regs., 46 Fed. Reg. 10711 (Feb. 4, 1981).

Al t hough the Sumitono LIBOR notes provided for 20 quarterly

paynments to be paid over a 5-year period begi nning Novenber 1,
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1990, O rabanda had received the $80 million cash portion of the
sal e proceeds imedi ately prior to the end of its July 31, 1990
taxabl e year. Taking the position that the maxi num period over
whi ch paynments could be received on the sale of the I1BJ CDs was 6
years, O rabanda applied 1/6th of its basis inthe IBJ CDs in
conputing its gain on the sale under section 15A 453-1(c),
Tenporary I ncone Tax Regs. O rabanda reported the sale of the

IBJ CDs on its Form 1065 for the tax year ended July 31, 1990, as

foll ows:
Cash Proceeds: $80, 000, 000
Cost : 100, 000, 000
Basis = 1/6 cost: (16, 666, 666)
Gain $63, 333, 334

QO rabanda all ocated the gain reported on its Form 1065 for
the tax year ended July 31, 1990, anong its partners (per
Schedul e K-1s) as foll ows:

Per cent age

Part ner | nt er est Gai n
Skoki e 1.0 $633, 333
Br unswi ck 9.0 5, 700, 000
Bartol o 90.0 57,000, 001
Tot al 100. 0 $63, 333, 334

The $63, 333,334 that O rabanda reported on its July 31, 1990 tax
return was not included in Orabanda's audited and unaudited
financial statenments for the year ended July 31, 1990.

O rabanda i nvested the $80 million that it received on the

sale of the IBJ CDs in tine deposits and conmmerci al paper.
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O rabanda acqui red approximately $40 mllion of Brunsw ck
commerci al paper between Decenber 5 and 7, 1990. Qrabanda hel d
Brunswi ck conmercial paper until April 3, 1991, when it
contributed its commercial paper holdings to OBC International
Hol dings, Inc. See discussion infra p.72.

C. Brunswi ck's Purchase of 50 Percent of Bartolo's
Part nership | nterest

On Cctober 11, 1990, Brunsw ck purchased 50 percent of
Bartolo's interest in Orabanda for $69, 239,696 in cash. For
pur poses of conputing the price to be paid for Bartolo's
interest, the partners relied upon Pepe to assign a value to the
Sum tonmo LIBOR notes. Pepe valued the Sum tono LI BOR notes at
$20, 016, 983, and then added to that anmpbunt the $750,000 private
pl acenment di scount and rounded up to derive a val ue of
$20, 767, 000. After Brunsw ck's purchase of 50 percent of
Bartol o's partnership interest, Brunswi ck held a 54.0009108-
percent partnership interest in Qrabanda, Skokie held a
. 9990892- percent partnership interest, and Bartolo held a 45-
percent partnership interest.

On Cctober 11, 1990, Bartolo transferred the $69, 239, 696
received fromBrunswick to Clavicor. On Cctober 11, 1990,

Cl avi cor transferred the $69, 239,696 to ABN to be credited

against its | oan account.
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D. Payments on LI BOR Notes

On Novenber 1, 1990, Sumitono nmade a tinely paynent of
$1, 085, 255. 84 to O rabanda on the LIBOR notes. Orabanda
anortized this paynment for tax purposes and reported $23,907 of
the paynent as inputed interest on its Form 1065 for the taxable
year ended June 21, 1991

E. Distribution of LI BOR Notes to Brunsw ck

On Novenber 1, 1990, O rabanda distributed $354,523 in cash
to Skokie, $15,968,064 in cash to Bartolo, and the 4 Sum tono
LI BOR notes to Brunswi ck. The partners relied on Pepe to
determ ne the value of the Sumtono LIBOR notes. Pepe assigned a
val ue of $19, 162,000 to the Sumitono LIBOR notes, inclusive of
t he $750, 000 private placenent discount on the sale of the IBJ
CDs. By valuing the Sumtono LIBOR notes in this fashion,
Bartolo was relieved of the cost or private placenent discount
associated with the sale of the I1BJ CDs.

On November 1, 1990, Bartolo transferred $16, 100,000 to
Cl avi cor, including the $15, 968,064 received in the Orabanda
di stribution. On Novenber 1, 1990, C avicor transferred
$16, 083, 986 of the $16, 100,000 to ABN to be credited against its

| oan account.
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F. Brunswi ck's Sal e of LIBOR Notes

On Novenber 5, 1990, Brunswick and Merrill Lynch executed a
| etter agreenent under which Merrill Lynch agreed to serve as
Brunswi ck' s exclusive agent to arrange for the sale of the 4
Sum tono LI BOR not es.

On Novenber 28, 1990, Brunswi ck sold the 4 Sumtono LIBOR
notes to BFCE for $17,458,827. Merrill Lynch arranged the
transaction. Brunswi ck determned that it incurred a capital
| oss on the sale of the Sumtono LIBOR notes. Brunsw ck
determned that its basis in the 4 LIBOR notes was equal to the
unused portion of Orabanda's basis in the IBJ CDs or
$83, 333, 333: ($100, 000,000 (OGrabanda's cost basis in the |1BJ
CDs) | ess $16, 666,667 (the portion of Qtrabanda's cost basis used
in conputing Grabanda's gain on the sale of the IBJ CDs)).

On its consolidated Federal incone tax return for 1990,
Brunswi ck reported a net short-termcapital |oss of $60, 174, 506
attributable to Orabanda. The $60, 174,506 net short-term
capital loss consists of the difference between Brunsw ck's
purported basis in the 4 Sumtono LIBOR notes and the sales price
of the notes, |less Brunswi ck's distributive share of the gain
reported by O rabanda on the sale of the IBJ CDs: ($83, 333,333 -
$17, 458, 827) - $5, 700, 000 = $60, 174, 506.

On its consolidated Federal incone tax return for 1990,

Brunswi ck reported Skokie' s distributive share of the gain
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reported by Orabanda on the sale of the IBJ CDs ($633,333) as
ot her incone, rather than capital gain. |[|f Brunsw ck had
reported Skokie's distributive share of the gain as capital gain
on its consolidated Federal incone tax return, Brunsw ck woul d
have reported a short-termcapital loss attributable to O rabanda
of $59, 541, 173.

For financial reporting purposes, Brunswick reported a | oss
of $1,703,173 on the sale of the 4 Sumitono LIBOR notes. The
$1, 703,173 I oss represents the difference between the cash
proceeds of $17,458,827 fromthe sale and the $19, 162, 000 present
value that Merrill Lynch assigned to the Sum tono LI BOR notes on
the date that they were distributed to Brunswi ck. The $1, 703,173
| oss was recorded in the portion of Brunsw ck's Accrued
Di sposition Costs reserve account allocated to partnership
activity.

G Parti al Redenption of Bartolo's Partnership |Interest

On Decenber 4, 1990, Orabanda held a partnership neeting
and the partners agreed that the partnership would partially
redeemBartolo’ s interest in the partnership. On the sane date,
O rabanda distributed $46, 370,431 in cash to Bartolo in
redenption of a 35-percent partnership interest. On Decenber 4,
1990, Bartolo transferred the $46, 370,431 plus $34,569 to
Cl avicor, and C avicor transferred the full anmount to ABN to be

applied as a credit against its |oan account.
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After the Decenber 4, 1990 distribution, Brunsw ck held a
88. 3651268- percent partnership interest in Orabanda, Skokie held
a 1.6348732-percent partnership interest, and Bartolo held a 10-
percent partnership interest.

On Decenber 4, 1990, Brunsw ck, Skokie, and Bartolo al so
agreed to anmend the O rabanda partnershi p agreenent to provide
that an act of the partnership commttee would only require the
vote or consent of partners whose aggregate partnership
percentages were not |ess than 90 percent. This anmendnent had
the practical effect of vesting Brunswick wth control of
O rabanda i nasnmuch as Brunswi ck's and Skoki e's aggregate
partnership percentage interest was exactly 90 percent.

On Decenber 10, 1990, Brunswi ck paid Bartolo $645,000 in
cash. It appears that this paynment represents the price that
Brunswi ck paid to obtain control of OQrabanda. The $645, 000
anount was recorded in the portion of Brunsw ck's Accrued
Di sposition Costs reserve account allocated to partnership
activity. Brunsw ck Corporation Posting Cycle Journal Entry No.
12-79 states that the $645, 000 represents "fees due to ABN for
O rabanda Partnership.” On Decenber 11, 1990, Bartol o
transferred the $645,000 to C avicor and C avicor transferred the

$645,000 to ABN to be applied as a credit to its | oan account.
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H. Fornati on of OBC I nternational Hol dings, |nc.

On April 3, 1991, Orabanda organi zed OBC | nternational
Hol dings, Inc. (OBC). GOrabanda transferred $98, 734 in cash,
$39, 892,597 of Brunswi ck's commerci al paper, and $26, 435, 369 of
ot her comrercial paper to OBCin return for all of OBC s
outstanding stock. On April 3, 1991, Orabanda anended its
partnership agreenent to provide, anong other things, that
Bartol o woul d not pay any portion of OBC s Federal incone taxes.
Brunswi ck filed OBC s Federal income tax return for the period
April 3 through June 21, 1991. This return reflects taxable
i ncome of $891, 134 and a tax due of $302,986. Brunswi ck paid the
t ax due.

| . Di ssol ution of O rabanda

During a June 21, 1991, Orabanda partnership neeting,
Brunswi ck infornmed the partnership that, due to a recent
downgr adi ng of Brunswick’s credit rating, Brunswi ck would have to
liquidate its investnent in OGrabanda in order to reduce the
anount of its outstandi ng comrercial paper and other borrow ngs.
As previously nmentioned, on June 19, 1991, Mdody’ s had downgr aded
Brunswi ck’s long-termdebt rating fromBaal to Baa2. See supra
p. 45. O Brien proposed that Orabanda be dissol ved.

For purposes of O rabanda s audited and unaudi ted financi al
statenments, Brunsw ck was al |l ocated $3, 166, 221, Skoki e was

al |l ocated $82, 024, and Bartolo was all ocated $3, 289, 820 of
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O rabanda's incone from August 1, 1990, through June 21, 1991
For tax purposes, Brunswi ck was all ocated $2,587, 763, Skoki e was
al |l ocated $67, 040, and Bartolo was allocated $2, 688, 779 of

O rabanda's incone from August 1, 1990, through June 21, 1991
These differences were reported on Orabanda’s Form 1065,
Schedule M for the period ended June 21, 1991.

On June 21, 1991, Orabanda was dissolved. Orabanda's
partners received the follow ng property in liquidation of their
interests in Orabanda: (1) Brunsw ck received 99. 265361541
shares of OBC stock; (2) Skokie received .734638459 shares of OBC
stock plus cash of $741,778; and (3) Bartol o received cash of
$7,562, 179.

On June 21, 1991, OBC held the follow ng assets:

[tem Anmount
Ti me deposits $633, 979
Brunswi ck commerci al paper 39, 856, 500
Non- Brunswi ck commerci al paper 26, 787, 631
Accrued Interest--Brunsw ck conmerci al paper 15, 375
Accrued I nterest--non-Brunswi ck commercial paper 24,152
Accrued Interest fromtine deposits 197
Tot al $67, 317, 834

Brunswi ck treated OBC as part of its consolidated group on its
Federal incone tax return for the fiscal year ended June 21,

1991. Brunswick did not report its receipt of, or any gain or

|l oss from the 100 shares of OBC stock received from G rabanda on

its Form 1120 for the 1991 tax year.



J. Di ssolution of Bartolo

On March 20, 1991, davicor paid a dividend of $494 to
Jasper and Rocky.

On June 21, 1991, ABN-WIlenstad released all of its right,
title, and interest in and to the collateral assigned to it under
the June 25, 1990, pl edge agreenents between ABN, Jasper, and
Cl avi cor and between ABN, Rocky, and C avicor.

Effective July 26, 1991, ABN exercised its options under the
June 25, 1990, option agreenents with Rocky and Jasper to buy
their holdings in avicor. On July 26, 1991, d avicor paid ABN
$859, 917 representing Cavicor's total stockholder's equity.

On July 29, 1991, Jasper and Rocky repurchased the 6,000
shares of Clavicor fromABN for $1. d avicor was dissolved on
the sane date. Curab, N V., an entity controlled by ABN Trust,
was appoi nted |iqui dator.

On July 29, 1991, Bartolo declared a dividend of $4, 795, 973,
even though its net assets only consisted of $287,404. Bartolo
had previously paid $4,514,569 to Clavicor in nultiple paynents;
Clavicor had then paid the $4,514,569 to ABN in nultiple
paynments. Bartolo was dissolved on July 29, 1991. Curab, N V.

was appoi nted |iqui dator.
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K. Termination of the 4 LI BOR Notes

On August 1, 1991, the 4 Sumitono LIBOR notes held by BFCE
were term nated in exchange for Sumtonp's paynment of $15, 223,523
to BFCE.

L. Termnation of the IBJ CDs

On August 14, 1990, Sumtono transferred the I1BJ CDs to
Sum tonmo Bank Limted, Cayman Branch (Sum tono Cayman). Sum tono
Cayman elected to exercise its put option with respect to the |1BJ
CDs effective January 15, 1992.

VIIl. Orabanda-Rel ated Swaps

A. Orabanda Swap

On June 29, 1990, concurrent with Qrabanda's purchase of
the IBJ CDs, Orabanda entered into an interest rate swap with
Merrill Lynch. The swap, which was used to transform O rabanda's
return on the IBJ CDs froma floating LIBORbased rate to one
based on Treasury bills, was term nated on July 27, 1990,
concurrent with Orabanda' sale of the 1BJ CDs.

B. Sumitonp Swaps

Merrill Lynch offered Sumitonpo a structured transaction in
connection with its purchase of the IBJ CDs for cash and LIBOR
notes. In particular, Merrill Lynch and Sum tonp executed a swap
that provided Sumtono with both an asset and liability that were
attractively priced versus other alternatives in the market. The

Sum tono swap was designed to replicate the econom c effect of
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partly financing the purchase of the I1BJ CDs with a conventi onal
anortizing |l oan and effectively converted the transaction, from
Sum tonmo' s perspective, to synthetic funding bel ow Sum tono's
funding rates. Further, Sumtono's paynents under the hedge swap
were much less volatile than the paynents required to be nade
under the LIBOR notes.

C. Bart ol o- ABN- Merrill Lynch Swaps

Bartolo entered into interest rate swaps with ABN and ABN
entered into mrror swaps with Merrill Lynch to reduce Bartolo's
and ABN s interest rate risk associated wwth the 4 Sum tono LIBOR
notes held by Orabanda.

D. Banque Francai se du Commerce Exterieur Swaps

Merrill Lynch offered BFCE a swap in connection with BFCE' s
purchase of the 4 LIBOR notes from Brunswi ck. The Merrill Lynch-
BFCE swap, which was designed to replicate the economc effect of
investing in an anortizing |loan that paid a margin over LIBOR
effectively converted the purchase of the LIBOR notes, from
BFCE s perspective, to a synthetic anortizing asset at a rate
above BFCE s financing rate.

E. Brunswi ck Swaps

On Cctober 11, 1990, concurrent with Brunsw ck's purchase of
50 percent of Bartolo's partnership interest in Orabanda,
Brunswi ck and Merrill Lynch entered into a swap agreenent. On

Novenmber 1, 1990, concurrent with the partial redenption of
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Bartolo's partnership interest in Qrabanda, Brunsw ck and
Merrill Lynch entered into a second swap agreenent. Brunsw ck
used these swaps to hedge a substantial percentage of its
interest in the Sumtono LIBOR notes.

On Novenber 28, 1990, the swaps that Brunsw ck and Merril
Lynch entered into on Cctober 11, 1990, and Novenber 1, 1990,
were conpletely term nated upon Brunswi ck's sale of the 4
Sum tono LI BOR notes to BFCE

| X. Saba's and Orabanda's Tax Returns

Saba filed Forns 1065 (U.S. Partnership Return of I|ncone)
for the years ending March 31, 1990, March 31, 1991, and June 21,
1991. Brunsw ck prepared the returns as Saba's tax matters
part ner.

O rabanda filed Forns 1065 (U.S. Partnership Return of
I ncone) for the years ending July 31, 1990, and June 21, 1991.
Brunswi ck prepared the returns as Orabanda’s tax matters
part ner.

X. Brunswi ck's Partnershi p Expenses

A. Transaction Costs

Petitioner retained difford W Smth, Jr. (Smth),
Prof essor of Finance at the WIlliamE. Sinon G aduate School of
Busi ness Adm nistration at the University of Rochester, to serve
as an expert wtness in these cases. Smth conputed the present

values of the LIBOR notes that were issued to Saba and O rabanda
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in connection with the sales of the Chase PPNs and IBJ CDs. In
particular, Smth determ ned that, as of March 23, 1990, the
present values of the Fuji and Norinchukin LIBOR notes issued to
Saba were $18, 728,061 and $18, 760, 828, respectively. Smith
further determned that, as of July 27, 1990, the present val ues
of the Sumitonp LIBOR notes issued to Otrabanda were $18, 909, 546.
Smth's valuations of the LIBOR notes were |ower than those
determ ned by Pepe. See supra pp. 33-34, 63-64.

Rel ying on his | ower valuations of the LIBOR notes, Smith
concl uded that Saba incurred transaction costs of $2, 605,495 on
the sale of the Chase PPNs, and that O rabanda incurred
transaction costs of $1,292,017 on the sale of the |IBJ CDs.

Smth opined that these transaction costs included fees to
Merrill Lynch for locating the issuers of the PPNs and CDs and
the LIBOR notes, a spread between the bid-ask price on the sale
of the PPNs and CDs, and a spread on the bid-ask price on the
purchase of the LIBOR notes. Considering the volatile nature of
LI BOR notes, Smth concluded that the bid-ask spread included the
cost that the issuers of the LIBOR notes would incur in obtaining
interest rate swaps.

B. Legal and Accounti ng Fees

Brunswi ck paid the Mayer, Brown & Platt law firmfor

services related to Saba and O rabanda as fol |l ows:
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Year Anpount

1990 $288, 736. 75
1991 72,533. 90
1992 15, 092. 64
1993 6, 027. 50

Brunswi ck paid total fees of $26,000 to Arthur Andersen for
services related to Saba and O r abanda.

C. Total Expenses

As of October 3, 1990, Brunswi ck had established a reserve
for expenses attributable to Saba and Gt rabanda of $10, 600, 000 as
part of Brunswi ck's Accrued Disposition Costs account. Brunsw ck
establ i shed the Accrued Disposition Costs account to accrue
expenses that woul d be netted agai nst the gains that Brunsw ck
expected to realize on the sale of its Technical businesses and
Ni reco stock.

Art hur Andersen served as Brunsw ck's i ndependent accountant
from 1980 through 1993. 1In an interoffice nmenorandum dated
Cct ober 16, 1990, authored by M chael P. Abrahanson (Abrahanson)
and circulated to Arthur Andersen representatives in New York and
Chi cago, Abrahanson di scussed Brunsw ck's accounting for its
investnment in Saba. The nenorandum states that the accounting
treatnment for the transacti on had been di scussed wth Arthur
Andersen prior to Brunswi ck’s recording the transaction. The
menor andum further states in pertinent part:

Any transaction costs (i.e., formation of the

partnership) to be borne by Brunsw ck were charged

against a gain on sale (i.e., below the line) recorded
by Brunswi ck in connection with the disposition of
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certain technical segnent businesses. These costs were

charged agai nst the gain because the only reason

Brunswi ck forned the partnership was to maxi m ze the

after tax earnings and cash flow fromthese

di sposi tions.
Al t hough the second sentence quoted above is crossed out in the
copy of the Abrahanson nenorandum provided to the Court, the word
"STET" appears in the margin next to the sentence in question.

Art hur Andersen al so prepared a schedule, set forth bel ow,
item zing Brunsw ck's accrual of $10, 370,000 in foreign

partnershi p expenses for the quarter ended Decenber 31, 1990:

Fees (in thousands) Saba O r abanda Tot al
Merrill Lynch 1, 750 1,425 3,175
ABN (advi sory fee)(actual $645) 750 750
Bartol o-2nd FP 900 900
Cravat h, Swaine & More 250 250 500
N. V. Fides (Trust Co.) 50 50 100
O her 300 300
Total Fees 3,100 2,625 5,725

Fi nanci ng Costs

Underwiting Costs

Chase Note and 3 CNs 2,840 1, 450 4,290
Swap and O her 355 355
Tot al 6, 295 4,075 10, 370
Say 10.6
Paid in Accrued TOTAL TOTAL
1990 at 12-31 EST. EXP. D F
Merrill Lynch 1,436 1, 750 3, 186 3,175 11

Rel ying on a schedul e prepared by Brunsw ck's accounti ng

departnent on February 4, 1991, Arthur Andersen estinmated that,
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for the period endi ng Decenber 31, 1990, Brunsw ck had incurred
expenses of $3,667,000 relating to the sales of Brunsw ck's
Techni cal businesses and Nireco stock. The $3,667,000 in

expenses were allocated as foll ows:

Conpany Anpunt
Vapor $562, 000
Vapor A/ C 64, 000
TXT 585, 000
ECS 367, 000
Circle Seal 516, 000
Bi ot ech 59, 000
NI RECO 1,514, 000
Tot al 3,667, 000

On Cctober 31, 1991, Brunsw ck's accountants reall ocated
$2, 425,000 froma total reserve of $10, 600,000 for partnership
expenses and accounted for the $2, 425,000 as commi ssions paid to
Merrill Lynch in connection with the sales of Vapor, TXT, and
Ni reco stock. Brunswi ck reallocated $1, 250,000 to Vapor AC,
$500, 000 to TXT, and $675,000 to Nireco. Brunsw ck never
i nformed Arthur Andersen about the reallocation of expenses.
Based upon Arthur Andersen's work papers, Brunsw ck incurred
net partnership expenses of $8,950,000. Accounting for the
real | ocation of $2,425,000 of expenses described above, Brunsw ck
concluded that it incurred net partnership expenses of
$6, 006, 944.

Xl . | nterest Rate Forecasts

Smth, petitioner's expert, prepared a report in which he

enpl oyed various nethods for forecasting interest rates in an
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effort to determne the potential profitability of an investnent
in the LIBOR notes at issue. Relying on a narket-based forecast
for 3-nmonth LIBOR as of February 23, 1990 and June 20, 1990,
Smth opined that the LIBOR notes had the potential to provide
returns up to $10, 826, 000 over their 5-year ternms. Relying on
the "symmetric" theory of interest rate behavior--the theory that
a 525 basis point increase in interest rates was as equally
probabl e as the actual 525 basis point decrease in interest rates
that occurred during the period in question--Smth opined that
the LIBOR notes had the potential to provide returns of up to
$40, 487, 000. Relying on the "equal probability" theory of
interest rate behavior--the theory that the |ikelihood of
interest rates falling by one-half is equal to that of interest
rates doubling over the sanme period--Smth opined that the LIBOR
notes had the potential to provide returns of up to $80, 683, 000
over their 5-year terns.

Respondent retained Richard W Leftwi ch (Leftw ch),
Prof essor of Accounting and Finance at the University of Chicago
Graduate School of Business, to serve as an expert witness in
t hese cases. Leftwich believed that Smth's market-based forecast
for 3-month LIBOR was too high based on prevailing market rates
and forecasts. Leftwich further opined that, in assessing the
mar ket's forecast of future interest rates, Smth inproperly

ignored the inpact of the so-called liquidity and risk prem um
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hypot heses on the shape of the yield curve. Respondent presented
evi dence that market prognosticators were anticipating declining
interest rates as of February 23, 1990. Specifically, the March
10, 1990, edition of Blue Chip Econom c Indicators, a nonthly
publication containing a survey of the Wall Street community and
econom sts, reported that the "consensus" view was that Treasury
bill rates would decline from?7.7 percent in the first quarter of
1990 to 7.4 percent in the fourth quarter of 1990 and to 7.3
percent in the fourth quarter of 1991. Treasury bills are short-
termdebt instruments that correlate with 3-nmonth LIBOR  The
Bl ue Chip Econom c Indicators survey remained fairly constant
t hroughout the summer of 1990. However, the August 10, 1990,
edition reported that the "consensus" view was that Treasury bil
rates would fall to 7.2 percent in the fourth quarter of 1990 and
remai ned virtually unchanged through the fourth quarter of 1991.

Contrary to Smith's forecast, interest rates fel
dramatically between February 1990 and Septenber 1992.
Specifically, 3-nonth LIBOR rates declined from 8. 375 percent in
February 1990 to 3.125 percent in Septenber 1992. |If the
partnerships had held the LIBOR notes for their full 5-year
terns, the partnerships would have |ost $19, 716, 000.

Xl Brunswi ck's Tax Returns and Rel ated Docunents

Brunswi ck filed a Form 1120 (U.S. Corporation Incone Tax

Return) for 1990 reporting (on a consolidated basis) a net short-
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termcapital |oss of $142,953,624. The $142, 953, 624 net | oss,
reported on Schedule D, included gains and | osses not specified
on Schedul e D or on any rel ated schedul es. The $142, 953, 624
figure included $162,886,086 in capital |osses attributable to
the sale of the LIBOR notes distributed to Brunswi ck by Saba and
O rabanda. The $162, 886,086 figure represents the sum of

$97, 011,580 (the loss that Brunswi ck purportedly incurred on the
sale of the 2 Fuji LIBOR notes and the Norinchukin LIBOR note)
and $65, 874,506 (the | oss that Brunswi ck purportedly incurred on
the sale of the 4 Sumitono LIBOR notes). The $142, 953, 624 net

| oss al so included capital gains of $12,033,334 (attributable to
Brunswi ck's distributive share of the gain purportedly realized
on the sale of the Chase PPNs) and $5, 700,000 (attributable to
Brunswi ck's distributive share of the gain purportedly realized
on the sale of the I1BJ CDs).

Brunswi ck applied $115, 202,991 of the $142, 953, 624 net
short-termcapital loss to offset net |long-termcapital gains
reported on its 1990 tax return.? Brunsw ck carried back
$27, 588, 222 and $162,411 of the clained 1990 capital |osses to

1988 and 1987, respectively.

2 The parties stipulated that Brunsw ck applied
$116, 135, 453 of the $142, 953,624 net short-termcapital loss to
of fset capital gains reported on its 1990 tax return. W have
relied on Brunswi ck's Form 1139 (Corporation Application for
Tentative Refund), filed August 30, 1991, in finding that
Brunswi ck actually applied $115, 202,991 of the $142,953,624 to
of fset capital gains reported in 1990.
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Brunswick filed a Form 1120 for 1991 reporting (on a
consol idated basis) a long-termcapital |oss of $32,631, 287
attributable to SBC s sale of the remaining Norinchukin LIBOR
note. Brunswi ck used $846, 745 of its clained 1991 capital |osses
in 1991 and carried back $16, 580, 600 and $6, 362, 009 of the |oss
to 1989 and 1988, respectively. Brunswick carried forward
$8, 841,933 of its clained 1991 capital | osses.

Brunswi ck provided reserves for 100 percent of the tax
attributable to its reported net capital |osses fromthe Saba and
O rabanda transactions in its deferred tax account.

Xl1l. Respondent's Deterni nati ons

A. Saba FPAA

On Decenber 30, 1996, respondent issued an FPAA to Saba.
Respondent determ ned: (1) The transactions financing the
purchase and sal e of the Chase PPNs woul d not be recognized for
Federal inconme tax purposes for |ack of econom c substance; (2)
Saba woul d not be recognized as a partnership; (3) partnership
items would be reallocated to Brunswi ck (95 percent) and Skokie
(5 percent); and (4) the basis of the 3 LIBOR notes distributed
to Brunswi ck was $26, 601, 451 and the basis of the remaining LIBOR
note transferred to SBC was $7,032,954. |n addition, respondent
di sal | oned certain deductions. First, respondent disallowed
$25, 000 of a $56, 050 deduction that Saba had reported for anmounts

paid to N.V. Fides during the taxable year ended March 31, 1991.
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The $25,000 itemwas | abeled "incorporation fee". |n addition,
respondent disallowed a deduction of $120,266 that Saba had
reported for amounts paid to Cravath, Swaine & Mbore during the
t axabl e year ended March 31, 1991, as well as the anortization of
$1,500 and $8,500 attributable to amounts paid to Cravath, Swai ne
& Moore for the taxable years ended March 31, 1991 and June 21,
1992, respectively. Respondent determ ned that the disall owed
anounts had not been substantiated and that petitioner had failed
to denonstrate that the amobunts represented ordi nary and
necessary business expenses.

Respondent made several alternative determnations in the
event the Court were to recognize Saba as a partnership for
Federal incone tax purposes. Respondent determ ned in pertinent
part: (1) No gain or | oss would be recognized on the purchase
and sal e of the Chase PPNs because the transactions |acked
econom ¢ substance; and (2) Saba s bases in the LIBOR notes
distributed to Brunswi ck and SBC were $26, 601, 451 and $7, 032, 954,
respectively.

B. O rabanda FPAA

On Decenber 30, 1996, respondent issued an FPAA to
O rabanda. Respondent determ ned: (1) The transactions
financing the purchase and sale of the IBJ CDs woul d not be
recogni zed for Federal inconme tax purposes for |lack of economc

subst ance; (2) Orabanda woul d not be recogni zed as a
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partnership; (3) partnership itens would be reallocated to
Brunswi ck (90 percent) and Skokie (10 percent); and (4)
Brunswick's basis in the 4 LIBOR notes was $17, 458, 827. In
addi tion, respondent disallowed certain deductions. First,
respondent disall owed $25,000 of a $50, 823 deduction that
O rabanda had reported for anbunts paid to N V. Fides during the
t axabl e year ended June 21, 1991. The $25,000 item was | abel ed
"incorporation fee". |In addition, respondent disallowed a
deduction of $72,996 that O rabanda had reported for anmounts paid
to Cravath, Swaine & Moore during the taxable year ended June 21,
1991. Respondent determ ned that the disall owed amounts had not
been substantiated and that petitioner had failed to denonstrate
that the anmounts represented ordi nary and necessary busi ness
expenses.

Respondent made several alternative determnations in the
event the Court were to recognize OGrabanda as a partnership for
Federal inconme tax purposes. Respondent determi ned in pertinent
part: (1) No gain or | oss would be recognized on the purchase
and sale of the IBJ CDs because the transactions | acked econom c
substance; and (2) Orabanda’s basis in the LIBOR notes
distributed to Brunswi ck was $17, 458, 827

OPI NI ON
The central issue in these cases is whether the

partnerships' CINS transactions should be di sregarded for Federal



- 88 -
i ncone tax purposes for |ack of econom c substance. Petitioner
bears the burden of proof. See Rule 142(a); Brown v.

Commi ssioner, 85 T.C 968, 998 (1985), affd. sub nom Sochin v.

Conmm ssioner, 843 F.2d 351 (9th Gr. 1988).

As discussed in detail below, we shall sustain respondent's
adj ustnents on the ground that the disputed CINS transactions

| ack econom ¢ substance. See ACM Partnership v. Conni ssioner,

157 F.3d 231 (3d Gr. 1998), affg. in part and revg. in part T.C
Meno. 1997-115, where the Court of Appeals for the Third Crcuit
affirmed this Court’s holding that virtually identical CINS
transactions arranged by Merrill Lynch | acked econom ¢ substance.
Based upon our holding in these cases, we need not deci de whet her

Saba and O rabanda were valid partnerships. Cf. ASA |Investerings

Partnership v. Comm ssioner, T.C Menp. 1998-305, on appeal to

the Court of Appeals for the District of Colunbia Crcuit.

| . Evidentiary Matters

Prior to trial, petitioner asserted that certain docunents
inits possession, including the Zelisko nmenmorandum were
privileged and not subject to discovery. After respondent noved
to conpel production of the docunents, the Court ordered
petitioner to submt the docunents to the Court for in canmera
review. On August 14, 1998, the Court issued an order hol ding,

anong other things, that only limted portions of the Zelisko
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menor andum were privileged and directing petitioner to produce
t he docunent with appropriate redactions. Petitioner conplied
with the Court's order

In its reply brief, petitioner states that "Exhibit 408-J
[the Zelisko menorandum] is protected by attorney-client
privilege and the work-product doctrine. Petitioners renew their
claimof attorney-client privilege and application of the work-
product doctrine wth respect to Exhibit 408-J."

A. Attorney-Cient Privilege

Qur rules provide for discovery of information that is not
privileged but relevant to the subject matter involved in the
pendi ng case. See Rule 70(b). The party opposing di scovery
bears the burden of establishing that the information sought is

privileged. See Zaentz v. Conm ssioner, 73 T.C. 469, 475 (1979);

Branerton Corp. v. Conm ssioner, 64 T.C 191, 193 (1975).

Section 7453 provides that the Court is bound by the rules
of evidence applicable in trials wwthout a jury in the U S,
District Court for the District of Colunbia. See Rule 143(a).
The Court of Appeals for the District of Colunbia "adheres to the
axiomthat the attorney-client privilege nust be 'strictly
confined within the narrowest possible limts consistent with the

logic of its principle."" Linde Thonmson Langworthy Kohn & Van

Dyke v. Resolution Trust Corp., 5 F.3d 1508, 1514 (D.C. G
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1993) (quoting In re Sealed Case, 676 F.2d 793, 807 n.44 (D.C.

Cir. 1982)); see Mead Data Cent. Inc. v. U S. Dept. of Air Force,

566 F.2d 242 (D.C. Gr. 1977).
The attorney-client privilege is "the ol dest of the
privileges for confidential comunications known to the common

law." Upjohn Co. v. United States, 449 U S. 383, 389 (1981);

Hartz Mountain I ndus. v. Commi ssioner, 93 T.C. 521, 524-525

(1989). The attorney-client privilege "applies to conmunications
made in confidence by a client to an attorney for the purpose of
obtaining | egal advice, and also to confidential conmunications
made by the attorney to the client if such comuni cations contain
| egal advice or reveal confidential information on which the

client seeks advice." Hartz Muntain Indus. v. Conni Ssioner,

supra at 525, (citing Upjohn Co. v. United States, supra).

However, "the privilege only protects disclosure of
communi cations; it does not protect disclosure of the underlying

facts by those who conmunicated with the attorney."” Upjohn Co.

v. United States, supra at 395.

Except for the matters that were redacted, the Zelisko
menmor andum set forth in its redacted form supra pp. 15-18, does
not contain privileged communications. The nmenorandumis self-
described as "a bullet point summary of a transaction proposed by
Merrill Lynch to Brunswi ck Corporation (BC) on Decenber 8, 1989

to generate sufficient capital |losses to offset the capital gain



- 91 -
which will be generated on the sale of the Nireco shares." The
portion of the Zelisko nmenorandum that we ordered to be disclosed
does not contain communications fromBrunswick to its attorney,
or legal advice or analysis, but is nerely a factual account of a
nmeeting between a third party, Merrill Lynch, and Brunsw ck’s tax

counsel. See United States v. Ackert, 169 F.3d 136, 139-140 (2d

Cir. 1999); see also Mead Data Cent. Inc. v. US. Dept. of Air

Force, supra at 254-255.

B. Work-Product Doctrine

It is well settled that our Rules generally protect attorney
wor k- product from di scovery. See Note to Rule 70, 60 T.C 1097,

1098; see also Hartz Muwuntain Indus. v. Conmni Ssioner, supra at

528; Zaentz v. Conm ssioner, supra at 478; Branerton Corp. V.

Conmi ssi oner, supra at 198; P.T. & L. Constr. Co. V.

Commi ssioner, 63 T.C. 404, 408 (1974). The policies and concerns

underlying the attorney work product-doctrine are explained in

H ckman v. Taylor, 329 U S. 495, 510-511 (1947), as follows:

In performng his various duties * * * it is essential that
a lawer work with a certain degree of privacy, free from
unnecessary intrusion by opposing parties and their counsel.
Proper preparation of a client's case demands that he
assenble information, sift what he considers to be the
relevant fromthe irrelevant facts, prepare his |egal
theories and plan his strategy w thout undue and needl ess
interference. * * * This work is reflected, of course, in
interviews, statenents, nenoranda, correspondence, briefs,
ment al i npressions, personal beliefs, and countl ess other
tangi bl e and i ntangi bl e ways--aptly though roughly terned

* * * the "work product of the lawer." Wre such materials
open to opposing counsel on nere demand, nuch of what is now
put down in witing would remain unwitten. An attorney's
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t houghts, heretofore inviolate, would not be his own.

| nefficiency, unfairness and sharp practices woul d

i nevitably develop in the giving of |egal advice and in the
preparation of cases for trial. The effect on the |egal
prof essi on woul d be denoralizing. And the interests of the
clients and the cause of justice would be poorly served.

The attorney work-product doctrine generally protects materials

prepared in anticipation of litigation. See In re Sealed Case,

146 F.3d 881, 885-887 (D.C. Cr. 1998); Branerton Corp. v.

Conmi ssi oner, supra at 198; P.T. & L. Constr. Co. V.

Conmi ssi oner, supra at 408.

Where an attorney has prepared a docunent in anticipation of
litigation, the docunment will be protected fromdi scovery only to
the extent that it contains opinions, judgnents, and thought
processes of counsel as opposed to purely factual materials. See

In re Sealed Case, supra at 888. W recognize that the Zelisko

menor andum may have been prepared in part in anticipation of
l[itigation. 1In this regard, we permtted Brunswi ck to redact
portions of the docunment deened to be privileged. However, the
portion of the Zelisko nmenorandum that we ordered to be disclosed
does not qualify for protection fromdisclosure under the
attorney work-product doctrine inasnmuch as it consists of a
factual account of a neeting between Zelisko and representatives
of Merrill Lynch and is bereft of material that could be

characterized as Zelisko' s |egal opinion or judgnent.
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1. Contingent Installnent Sale Provisions

Section 453(a) provides the general rule that incone froman
install nent sale shall be taken into account for purposes of
title 26 under the installnent nmethod of accounting. Section
453(b) (1) defines the term"installnent sale" as a disposition of
property where at least 1 paynent is to be received after the
cl ose of the taxable year in which the disposition occurs.
Section 453(k)(2) provides that subsection (a) shall not apply to
an installnment obligation arising out of a sale of stock or
securities which are traded on an established securities market
or, to the extent provided in regulations, property (other than
stock or securities) of a kind regularly traded on an established
mar ket .

Section 453(j)(2) provides that the Secretary shal
prescribe regulations providing for ratable basis recovery in
transactions where the gross profit or the total contract price
or both cannot be readily ascertained. Pursuant to this
authority, the Secretary pronul gated the ratable basis recovery
rul es under section 15A 453-1(c)(3)(i), Tenporary |Incone Tax
Regs., 46 Fed. Reg. 10711 (Feb. 4, 1981), which provides in
pertinent part:

When a stated maxi num sel ling price cannot be

determ ned as of the close of the taxable year in which

the sale or other disposition occurs, but the maxi num

peri od over which paynents may be received under the

contingent sale price agreenent is fixed, the
t axpayer's basis (inclusive of selling expenses) shal



- 94 -

be allocated to the taxable years in which paynent may

be received under the agreenent in equal annual

increments. * * * |f in any taxable year no paynent

is received or the anmount of paynent received

(exclusive of interest) is |less than the basis

allocated to that taxable year, no |loss shall be

al l oned unl ess the taxable year is the final paynent

year under the agreenent * * *,
In short, section 15A 453-1(c)(3)(i), Tenporary Inconme Tax Regs.,
supra, provides that, in the case of an installnent sale in which
the maxi num selling price cannot be determ ned, but the period
over which paynents are to be received is fixed, the taxpayer's
basis shall be allocated equally over the taxable years in which
paynments may be received under the installnent sal e agreenent.

Dependi ng upon the particular terns of an otherw se valid
install ment sale, the ratable basis recovery rules may have the
effect of accelerating the recognition of income on a CINS
transaction while deferring the recognition of |osses. See sec.
15A. 453-1(c)(7), Tenmporary |Incone Tax Regs., 46 Fed. Reg. 10709
(Feb. 4, 1981). However, the ratable basis recovery rules are
not inflexible, as explained in the preanble to the regul ation,
T.D. 7768, which states in pertinent part:

Because the rules set forth in these regul ations

may not provide a schedule of basis recovery which is

reasonabl e for every contingent transaction, these

regul ations provide that a taxpayer nmay use an

alternative nmethod of basis recovery where the rules in

the regul ati ons woul d substantially and i nappropriately

defer basis recovery. These regulations also provide

t hat when the general rules would substantially and

i nappropriately accel erate bases recovery, the Service
may require a different nethod of basis recovery.
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Read as a whole, the regulations inpart an intention to establish
a met hod of accounting that reasonably will match the gains and
| osses reported on a CINS transacti on.

The partnerships sold the PPNs and CDs for cash and LI BOR
notes and reported their gains on the sales by ratably allocating
their bases pursuant to section 15A. 453-1(c)(3)(i), Tenporary
| ncone Tax Regs., supra. Based on their partners' respective
capital accounts at the tine of the sales, Saba and O rabanda
al l ocated 90 percent of the gains realized on the transactions to
Sodbury and Bartol o, respectively. However, because Sodbury and
Bartolo were not subject to U S. inconme tax, their distributive
shares of the gains realized on the transactions escaped U.S.
taxation. On the other hand, Brunswi ck's nore nobdest 10 percent
di stributive share of the gains on the sales of the PPNs and CDs
were dwarfed by the substantial capital |osses that Brunsw ck
|ater realized followng the distribution and sale of the LIBOR
not es.

Petitioner contends that the disputed transactions satisfy
the requirenents of the contingent installnent sale provisions
and the ratable basis recovery rules. |In particular, the
partnerships sold PPNs and CDs--assets that are not traded on an
established securities market. See sec. 453(k)(2)(A). In
exchange, the partnerships received cash and LI BOR not es.

Petitioner contends that the LIBOR notes represent a series of
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conti ngent paynents made over a period of years as required under
sections 453(b) (1) and 15A 453-1(c)(3)(i), Tenporary Incone Tax
Regs., supra. Respondent contends that the LIBOR notes do not
constitute qualifying contingent paynents under section 453 on
the ground that Merrill Lynch's swap arrangenents created an
"artificially supported market" for the LIBOR notes and
effectively converted the LIBOR notes to "purchaser evidences of
i ndebt edness payabl e on demand or readily tradable" within the
meani ng of sections 453(f)(4) and 15A. 453-1(e), Tenporary |Income
Tax Regs., supra. In light of our holding in these cases, we
need not consider this point.

[, Petitioner's Argunent That An Econom ¢ Subst ance Anal ysis
| s Not Warranted

A. G egory v. Helvering and Horn v. Conmmi Ssi oner

Relying primarily on Gregory v. Helvering, 293 U S. 465, 469

(1935), and Horn v. Conm ssioner, 968 F.2d 1229, 1238 n.12 (D.C

Cr. 1992), revg. Fox v. Comm ssioner, T.C Meno. 1988-570,

petitioner contends that, rather than having to prove that the
di sputed CINS transactions were inbued with econom c substance,
petitioner is required to show only that the disputed
transactions resulted in a contingent "sale" of the PPNs and CDs
within the neaning of sections 1001(a) and 453(a).

It is well settled that taxpayers generally are free to
structure their business transactions as they please, even if

notivated by tax avoi dance considerations. See Gegory V.




- 97 -

Hel veri ng, supra at 469; Rice's Toyota Wrld, Inc. v.

Comm ssioner, 81 T.C. 184, 196 (1983), affd. in part, revd. in

part and remanded 752 F.2d 89 (4th Gr. 1985). Nonetheless, to
be accorded recognition for tax purposes, a transaction generally
is expected to have "econom ¢ substance which is conpelled or
encour aged by business or regulatory realities, is inbued with

t ax- i ndependent consi derations, and is not shaped solely by tax-
avoi dance features that have neaningl ess | abels attached.” Frank

Lyon Co. v. United States, 435 U. S. 561, 583-584 (1978). This

last principle, which finds its origin in Gegory v. Helvering,
supra, is better known as the econom c substance doctri ne.

In G egory v. Helvering, supra, the taxpayer was the sole

shar ehol der of United Mortgage Corporation (United) which held
1,000 shares of Monitor Securities Corporation (Mnitor). The

t axpayer intended to obtain the Mnitor shares and sell themfor
a profit. However, the taxpayer hoped to structure the transfer
of the shares fromUnited to herself so as to reduce or avoid the
income tax that would arise if the transfer were treated as a
dividend distribution. 1In this regard, the taxpayer ostensibly
arranged a "reorgani zati on" pursuant to section 112(g) of the
Revenue Act of 1928, ch. 852, 45 Stat. 791, 818. Specifically,

t he taxpayer organized a third corporation, Averill Corporation

(Averill), had United transfer its Monitor shares to Averill, and
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t hen di ssolved Averill. The taxpayer ultimately received the
Monitor shares fromAverill in a liquidating distribution.

Upon review of the matter, the Suprene Court sustained the
Comm ssioner's determi nation that the purported reorgani zation
was a sham The Suprenme Court concluded that the transaction was
carried out in contravention of the plain intent of the
controlling statute, reasoning in pertinent part as foll ows:

Putting aside, then, the question of notive in respect
of taxation altogether, and fixing the character of the
proceedi ng by what actually occurred, what do we find?
Si nply an operation having no business or corporate

pur pose--a nere device which put on the formof a
corporate reorgani zation as a disguise for concealing
its real character, and the sole object and
acconpl i shnent of which was the consummation of a
preconcei ved plan, not to reorgani ze a business or any
part of a business, but to transfer a parcel of
corporate shares to the petitioner. No doubt, a new
and valid corporation was created. But that
corporation was nothing nore than a contrivance to the
end | ast described. It was brought into existence for
no ot her purpose; it perforned, as it was intended from
the beginning it should perform no other function.
[Gegory v. Helvering, supra at 469.]

In sum Gegory v. Helvering, supra, stands for the

principle that, although a business transaction may be structured
in strict conpliance with all pertinent statutory requirenents, a

court charged with review ng the transaction is not obliged to
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respect its formfor tax purposes where the record shows that the
transaction was in fact a contrivance designed to obtain a tax
benefit not intended by Congress under the taxing statute.

The Court of Appeals for the District of Colunbia Grcuit
has consi dered the scope and application of the econom c

subst ance doctri ne. In Horn v. Commi ssioner, supra, the

Comm ssi oner disallowed | osses clainmed by commodities deal ers

W th respect to so-called option-straddle transactions on the
ground that the transactions were econom c shans. This Court
granted the Conmm ssioner's notion for sunmary judgnent,
sust ai ning the Comm ssioner's determ nation that the transactions

wer e devoi d of econom ¢ substance. See Fox v. Conm ssioner,

supra.
On appeal, the Court of Appeals for the District of Colunbia

Circuit reversed after concluding that Congress had intended to
all ow the disputed | osses pursuant to section 108 of the Tax

Ref orm Act of 1984 (Division A of the Deficit Reduction Act of
1984, Pub. L. 98-369, 98 Stat. 494, 630), as anended under the
Tax Reform Act of 1986 (TRA 1986), Pub. L. 99-514, sec. 1808(d),
100 Stat. 2817. For the text of section 108, and the 1986

anendnent, see dass v. Conmi ssioner, 87 T.C. 1087, 1164-1166

(1986). After review ng Suprene Court precedent and scholarly
articles on the subject, the Court of Appeals described the sham

transacti on doctrine as foll ows:
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first, the shamtransaction doctrine is sinply an aid
to identifying tax-notivated transactions that Congress
did not intend to include within the scope of a given
benefit-granting statute; and second, a transaction
w Il not be considered a shamif it is undertaken for
profit or for other legitinmate nontax business
purposes. * * * As the Seventh Circuit pointed out in
Yosha, [861 F.2d at 498,] “the taxpayer [in G egory] was
trying to take advantage of a | oophol e inadvertently
created by the framers of the tax code; in closing such
| oophol es the courts could not rightly be accused of
havi ng di sregarded congressional intent or
overreached.” * * * [Horn v. Comm ssioner, 968 F.2d at
1238. ]

Rel ying on section 108(a) and (b) as anended under TRA 1986,
the Court of Appeals stated that "Congress undoubtedly has the
power to grant beneficial tax treatnment to economcally
meani ngl ess behavior, if indeed that is what happened here."

Horn v. Conm ssioner, 968 F.2d at 1234. Pointing to the plain

| anguage of section 108, the Court of Appeals held that Congress
had aut hori zed deductions for | osses associated with option-
straddl e transactions so long as the taxpayer qualified as a

commodities dealer. See Horn v. Conmi ssioner, supra at 1239.

The Court of Appeals stated that "section 108(b) does all that it
need do for the taxpayers to prevail here--it creates an
irrebuttable presunption that a comodities deal er has made his
straddle trades in a trade or business, i.e., he has not engaged
in an economc sham" 1d. at 1239. The Court of Appeals further
noted that section 108(a) closely tracked the shamtransaction
doctrine insofar as a loss was allowed only if the transaction

was entered into for profit or in a trade or business. See id.
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Concluding that it was inappropriate to apply the sham
transaction doctrine to section 108, the Court of Appeals
reasoned as follows:

The sham transaction doctrine is an inportant judicial
device for preventing the m suse of the tax code; but
the doctrine cannot be used to preenpt congressional
intent. As Governnent counsel properly conceded at
oral argunent, Congress has the power to authorize

t hese transactions, whether or not they are econom c
shans. And the | anguage of section 108(a)--providing
that the deduction shall be allowed if the transaction
was in a trade or business or engaged in for profit--
coupled with the irrebuttable presunption of section
108(b) [that every straddle | oss incurred by a
commodities dealer shall be treated as a | oss incurred
in a trade or business], nakes it clear that that is
exactly what Congress intended to do. [Horn v.

Conm ssioner, 968 F.2d at 1236.]

Gting Gegory v. Helvering, 293 U S. 465 (1935), and Horn

v. Conm ssioner, supra, petitioner contends that "Application of

the 'econom c substance' doctrine nust therefore begin with the

Code, and the lack of a business purpose and the absence of a

prospect of profit are irrel evant unless the underlyi ng Code

provisions require the presence of those elenents". (Enphasis

added.) Petitioner m sconstrues both cases.

As previously discussed, Gegory v. Helvering, supra, stands

for the principle that a court is not obliged to respect the form
of a transaction for tax purposes where the record shows that the
transaction was in fact a contrivance designed to obtain an

uni ntended tax benefit. Although the Suprene Court nmade it clear

that a transaction cannot be di sregarded solely because it was



- 102 -
driven by a tax notive, the Suprenme Court held that the
reorgani zation in question was a shamin large part because the

transaction had no business or corporate purpose. See G egory V.

Hel vering, supra at 469. The Suprene Court's reliance on the

| ack of a business or corporate purpose for the transaction is
notable in that the corporate reorganization provision in
question did not explicitly require a business purpose--the
Suprene Court concluded that a business or corporate purpose was
inplied in the provision. See id. at 469; see al so Yosha v.

Conmm ssioner, 861 F.2d 494, 499 (7th Gr. 1988) (quoting

Conmi ssioner v. Transport Trading & Term nal Corp., 176 F.2d 570,

572 (2d Gir. 1949)).

Nor does Horn v. Conm ssioner, supra, support petitioner's

position that the econom c substance doctrine is only rel evant
where the controlling statutory provision by its terns requires a
busi ness purpose and a reasonabl e prospect of a profit. Although

the Court of Appeals in Horn v. Conm ssioner, supra, concluded

that it would be premature to proceed with an econom ¢ substance
analysis without first examning the controlling statutory
provision and its legislative history, the relevant inquiry is
not whet her busi ness purpose or the prospect of a profit are
required el enments under the controlling provision, but rather
whet her Congress enacted the provision with the intention of

sanctioning a particular transaction regardl ess of its economc
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subst ance. See Knetsch v. United States, 364 U S. 361, 369

(1960), where the Suprenme Court sustained the Comm ssioner's

di sal | ownance of interest deductions on the ground that "nothing

in the Senate Finance and House Ways and Means Conm ttee Reports
on section 264 * * * [suggests] that Congress in exenpting pre-

1954 annuities intended to protect shamtransactions.”

Consi stent with the foregoing, an analysis of the economc
substance of the CINS transactions is appropriate in the absence
of an indication in the controlling statutory provisions that
Congress intended to favor such transactions regardl ess of their
econom ¢ substance.

B. Section 1001 and Cottage Savi ngs

Petitioner further contends that an analysis of the economc
subst ance of the disputed CINS transactions is unwarranted under
section 1001(a) and the Suprene Court's interpretation of that

provision in Cottage Sav. Association v. Conmm ssioner, 499 U. S.

554 (1991). Specifically, petitioner maintains that section

1001(a) and Cottage Savings denonstrate that the gain or |oss

realized on a sale or exchange of property shall be recogni zed
for tax purposes regardl ess of the business purpose or potenti al
for profit underlying the transaction.

Section 1001(a) provides that gain or loss froma sale or
ot her disposition of property is determ ned by the difference

bet ween the anount realized fromthe sale and its adjusted basis.
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Section 1001(b) defines the "anmount realized" as "the sum of any
noney received plus the fair market value of the property (other
t han noney) received." Section 1001(c) provides: "Except as
ot herwi se provided in this subtitle, the entire anount of the
gain or |oss, determ ned under this section, on the sale or
exchange of property shall be recognized."

According to petitioner, section 1001(c) and section 1.1002-
1(b), Income Tax Regs., which provides that exceptions to the
general rule of section 1001(c) nust be "strictly construed and
do not extend either beyond the words or the underlying
assunptions and purposes of the exception", conpel the Court to
respect the tax consequences of a sale or exchange of property
regardl ess of the econom c substance of the transaction.
Petitioner further asserts that the legislative history of
section 1001 reflects Congress' clear intent to tax the gain or
| oss on all exchanges of property. Petitioner cites the
| egislative history of section 203 of the Revenue Act of 1924,
ch. 234, 43 Stat. 253, which states:

It appears best to provide generally that gain or loss is

recogni zed fromall exchanges and then except specifically

and in definite terns those cases of exchange in which it is
not desired to tax the gain or allowthe loss. This results

in definiteness and accuracy and enabl es a taxpayer to
determne prior to the consummati on of a given transaction
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the tax liability that will result therefrom [H Rept. 179,
68th Cong., 1st Sess. (1924), 1939-1 C. B. (Part 2) 251; S.
Rept. 398, 68th Cong., 1st Sess. (1924), 1939-1 C. B. (Part
2) 275.]
Unlike the statutory provision at issue in Horn v.

Comm ssi oner, 968 F.2d 1229 (D.C. Gr. 1992), neither the plain

| anguage of section 1001 nor its legislative history |ends any
support to the proposition that Congress intended to respect the
tax consequences of sales or exchanges of property that | ack
econom ¢ substance. Wile it is true that Congress crafted
section 1001 as a provision that would be broadly applicable to
sal es or exchanges of property, subject to specific statutory
exceptions, Congress did not proscribe an analysis of the
econom ¢ substance of a sale or exchange of property. Cf. Conpag

Conputer Corp. v. Conm ssioner, 113 T.C 17 (1999) (Rejecting the

taxpayer’s argunment that the foreign tax credit reginme conpletely
sets forth Congress’ intent as to allowable foreign tax credits
and that an additional econom c substance requirenent was not

i ntended by Congress). In this regard, it is inportant to
recogni ze that the econom c substance doctrine is not a
judicially created exception to the general rule of section
1001(c), as petitioner inplies, but rather is a "canon of
statutory interpretation that statutes should not be read to

create '"absurd results.'” Horn v. Conm ssioner, supra at 1239.

Mor eover, petitioner's position conflicts with |ong-standing

Suprene Court precedent holding that the tax consequences of
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sal es or exchanges of property need not be respected where "the
chal | enged tax event is * * * a shanf, and that the Governnent
may | ook at the realities of a transaction and "di sregard the
effect of the fiction as best serves the purposes of the tax

statute.” Hggins v. Smth, 308 U S. 473, 477 (1940). In

Higgins v. Smth, supra, the Suprenme Court held that a taxpayer

did not sustain a loss within the neaning of section 23(e) of the
I nternal Revenue Code of 1939 when he sold securities bel ow cost
to his wholly owned corporation. Because the taxpayer retained
dom nion and control over the stock transferred through his
ownership of the corporate transferee, the Court found that "no
loss in the statutory sense could occur upon a sale by a taxpayer
to* * * [a wholly owned corporation]"”, notw thstanding the fact
that an actual transfer of the stock had occurred. |d. at 476;

see also Frank Lyon Co. v. United States, 435 U. S. 561 at 573

("I'n applying this doctrine of substance over form the Court has
| ooked to the objective economc realities of a transaction
rather than to the particular formthe parties enployed.");

Commi ssioner v. Court Holding Co., 324 U. S. 331, 334 (1945) ("To

permt the true nature of a transaction to be disguised by nere
formalisns, which exist solely to alter tax liabilities, would
seriously inpair the effective admnistration of the tax policies

of Congress.")



- 107 -

Petitioner's reliance on Cottage Sav. Associ ation V.

Commi ssioner, 499 U. S. 554 (1991), likew se is m spl aced.

Petitioner contends that the disputed CINS transacti ons nmust be
respected for tax purposes inasnuch as they were structured and
carried out in strict conpliance wth the requirenments of
sections 1001 and 453.

In Cottage Sav. Association v. Commi ssioner, supra, the

t axpayer, a savings and | oan associ ation, owned participation
interests in nortgages that had declined in value due to a surge
ininterest rates during the |late 1970s. After holding the
participation interests for a nunber of years, the taxpayer sold
themto several savings and | oan associ ations and purchased from
them participation interests in nortgages of approxi mately equal
fair market value. The taxpayer clainmed a $2.4 nmillion |oss
deduction equal to the excess of its bases in the participation
interests that it sold over the fair market value of the
participation interests that it purchased.

The Comm ssioner disallowed the clainmed | oss on alternative
grounds: (1) The taxpayer had not realized the | osses within the
meani ng of regul ati ons promul gated under section 1001; and (2)
the transactions | acked econom ¢ substance. However, the Suprene
Court sustained the taxpayer's |oss deduction, holding that the
t axpayer had realized a | oss pursuant to section 1001 because the

participation interests exchanged were "materially different”
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enbodying "legally distinct entitlenents"”. [d. at 566. In
rejecting the Conm ssioner's determnation that the | osses should
be disal |l owed because they | acked econom ¢ substance, the Suprene
Court noted that the Comm ssioner's argunent on the point had
consi sted of one sentence in a footnote in his brief with a

citation to Hggins v. Smth, supra. See Cottage Sav.

Associ ation v. Conm ssioner, supra at 567-568. Enphasi zing that

the transfers in question were nade at arnis |length, the Suprene

Court concluded that the Comm ssioner's citation to H gqgi ns v.

Smth, supra, w thout further elaboration, was insufficient to

deny the | osses under section 165(a). Cottage Sav. Association

v. Conm ssioner, supra at 568.

W reject petitioner's contention that we are obliged to
respect the tax consequences of the CINS transactions at issue in

t hese cases under Cottage Sav.. In rejecting the Conm ssioner's

econom ¢ substance argunent in Cottage Sav., the Suprene Court

hel d that the Conm ssioner had failed to rebut evidence that the
transacti on was conducted at arms length. See Lernman v.

Comm ssi oner, 939 F.2d 44, 55-56 n.14 (3d Cr. 1991), affg. Fox

v. Comm ssioner, T.C Meno. 1988-570. The Suprene Court did not

apply the econom ¢ substance test as fully articulated in cases

such as Frank Lyon Co. v. United States, 435 U S. at 583-584, and

Horn v. Comm ssioner, 968 F.2d at 1237. Accordingly, Cottage

Sav. Association v. Conm ssioner, supra, "cannot be read for the
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proposition that, as long as a transaction is bona fide, i.e.,
actually occurred, it cannot be denied econom c substance."

Lernman v. Commi ssi oner, supra at 55-56 n. 14.

In any case, the transaction disputed in Cottage Sav.

Association v. Conm ssioner, supra, is fundanentally different

fromthe transactions disputed in the cases before the Court.

The taxpayer in Cottage Sav. Association v. Comm Ssioner, supra,

sought to mnimze its taxes by closing out a real econom c |oss,
whereas the disputed CINS transactions were designed to generate
fictional | osses to offset Brunswick's capital gains. See Conpag

Conputer Corp. v. Conm ssioner, 113 T.C 17 (1999).

In ACM Partnership v. Comm ssioner, 157 F.3d 231 (3d G
1998), affg. in part and revg. in part T.C Meno. 1997-115, the
Court of Appeals for the Third Crcuit affirmed this Court’s
holding that a CINS transaction that Merrill Lynch had arranged
for Col gate-Pal nolive Conpany | acked econom ¢ substance. W
agree with the Court of Appeals’ reasoning in that case,

di stingui shing Cottage Sav. Association v. Conm Ssioner, supra,

in pertinent part as foll ows:

The distinctions between the exchange at issue in
this case and the exchange before the Court in Cottage
Savi ngs predom nate over any superficial simlarities
between the two transactions. The taxpayer in Cottage
Savi ngs had an econom cally substantive investnent in
assets which it had acquired a nunber of years earlier
in the course of its ordinary business operations and
whi ch had declined in actual econom c val ue by over $2
mllion fromapproximately $6.9 mllion to
approximately $4.5 mllion fromthe tinme of acquisition
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to the tinme of disposition. See Cottage Sav., 499 U. S.
at 557-58, 111 S.Ct. at 1506. The taxpayer's

relinqui shment of assets so altered in actual economc
val ue over the course of a long-terminvestnment stands
in stark contrast to ACMs relinquishnent of assets
that it had acquired 24 days earlier under

ci rcunst ances which assured that their principal value
woul d remai n constant and that their interest paynents
woul d not vary materially fromthose generated by ACM s
cash deposits. [ACM Partnership v. Comm SsSioner, supra
at 251; fn. ref. omtted.]

In accord with the precedi ng di scussion, we conclude that

Cottage Sav. Association v. Commi ssioner, supra, neither mandates

that we respect the tax consequences of the CINS transactions

di sputed in these cases, nor precludes a review of the economc
subst ance of those transactions. Moreover, based upon our review
of sections 1001 and 453, and their underlying regul ati ons and

| egi slative histories, we are satisfied that Congress did not
intend to create the | oophole that the partnerships have

attenpted to exploit. See Horn v. Conmm ssioner, 968 F.2d at

1238. Consequently, we will proceed with an analysis of the
econom ¢ substance of the CINS transacti ons.

| V. Petitioner's Contention That CINS Transactions Are | nbued
Wth Econom ¢ Subst ance

Petitioner contends that respondent's partnership
adj ustnents nust be rejected even assum ng that the econom c

subst ance doctrine, as articulated in ACM Partnership v.

Conm ssi oner, supra, is applicable.

An eval uation of the econom ¢ substance of the CI NS

transactions requires: (1) A subjective inquiry whether the
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partnerships carried out the transactions for a valid business
pur pose other than to obtain tax benefits; and (2) an objective
inquiry whether the CINS transactions had practical economc
effects other than the creation of tax benefits. See ACM

Partnership v. Conmmi Ssioner, supra at 247-248; Horn v.

Conmi ssi oner, 968 F.2d at 1237; Casebeer v. Conmi ssioner, 909

F.2d 1360, 1363 (9th Cr. 1990), affg. in part, revg. and

remanding in part Larsen v. Conm ssioner, 89 T.C 1229 (1987),

and affg. Menorandum Opinions of this Court; Rose v.

Commi ssi oner, 868 F.2d 851, 853-854 (6th Gr. 1989), affg. 88

T.C. 386 (1987).
A transaction i nbued with econom c substance normally w ||
be recogni zed for tax purposes even in the absence of a nontax

busi ness purpose. See Northern Ind. Pub. Serv. Co. v.

Comm ssi oner, 115 F. 3d 506, 512 (7th Gr. 1997), affg. 105 T.C.

341 (1995); Larsen v. Conm ssioner, supra at 1253. The Court of

Appeals for the District of Colunbia Crcuit has held that "a
transacti on undertaken for a nontax business purpose will not be
consi dered an econom ¢ shameven if there was no objectively
reasonabl e possibility that the transaction woul d produce

profits.” Horn v. Conmm ssioner, 968 F.2d at 1237. But cf.

Kirchman v. Conmm ssioner, 862 F.2d 1486, 1492 (11th G r. 1989),

(exi stence of a nontax business purpose does not nandate the
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recognitition of a transaction that otherw se |acks econom c

substance) affg. dass v. Comm ssioner, 87 T.C 1087 (1986).

A Busi ness Pur pose

Petitioner argues that the partnershi ps engaged in the CINS
transaction to achi eve a nunber of business objectives other than
to obtain tax benefits. Petitioner first contends that the
partnershi ps provided an appropriate investnment vehicle for the
proceeds fromthe sale of Brunswi ck's Techni cal businesses and
Nireco stock, at a tinme when Brunsw ck was vulnerable to a
t akeover attenpt. The partnerships purportedly were viewed in
part as a neans to "tie up" Brunsw ck's excess cash so that it
coul d not be used against Brunswick in a | everaged buy out.
Petitioner further contends that the acquisition of LIBOR notes,
with floating interest rates, provided a hedge agai nst a decline
in Brunswi ck's marine sales (and | ower profits) associated with
periods of rising interest rates. Finally, petitioner maintains
that the partnerships provided Brunswick with an opportunity to
establish a relationship with a large, international financial
institution consistent with Brunswick's |ong-term strategic

pl anni ng.
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Despite petitioner's assertions to the contrary, there is
overwhel m ng evidence in the record that Saba and O rabanda were
organi zed solely to generate tax benefits for Brunsw ck.

Al t hough petitioner has attenpted to downplay the significance of
t he docunent, the Zelisko nmenorandumis direct and conpelling

evi dence that Brunswi ck intended to use the partnerships as a
device to generate capital |osses to offset the capital gains
that Brunswi ck anticipated on the sales of its Technical

busi nesses and Nireco stock. The Zelisko nenorandum prepared
shortly after Ms. Zelisko's neeting with Merrill Lynch
representatives and well in advance of the fornmation of the
partnershi ps, describes in precise detail the steps that woul d be
required for the CINS transactions to generate substanti al

capital losses for Brunsw ck's benefit. Each of the partnerships
subsequently fulfilled all of the steps outlined in the Zelisko
menor andum

Equal |y conpel ling is the "FOREI GN PARTNERSHI P TAX UPDATE"

t hat McMananman prepared on April 20, 1990, in which he projected
that Brunswi ck would realize capital |osses of $80 million and
$57 mllion fromits participation in Saba and O rabanda,

respectively. Significantly, MMnaman's projections generally
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were consistent with those set forth in the Zelisko menorandum
and were nmade 2 nonths before the OQtrabanda partnership was
formed. MManaman's projections were also nmade wel | before
O Brien purportedly forned the view that interest rates would
fall. On April 25, 1990, McMananman's projections were presented
to Brunswi ck's Board of Directors.

The record al so shows that ABN and the other financial
institutions involved in the CINS transactions fully understood
Brunswi ck's intentions. The assunptions underlying the Zelisko
menor andum and McManaman's projections are echoed in a nunber of
ABN docunents describing the partnerships. [In addition, internal
menor anda mai ntai ned by Fuji and Norinchukin stated that the
transactions were designed to provide tax savings for Merril
Lynch's custoners. Finally, an internal Arthur Andersen
menor andum stated that "the only reason Brunsw ck forned the
partnership was to nmaxim ze the after tax earnings and cash fl ow'
fromthe sale of its Technical businesses.

Agai nst this backdrop, we conclude that each of the
ost ensi bl e busi ness purposes that petitioner cites as a tax-

i ndependent justification for Brunswi ck's participation in the
partnerships is nothing nore than a derivative or by-product of
the CINS transactions. Specifically, the partnerships' purchase
of the PPNs and CDs was not driven by the desire to "tie-up"

Brunswi ck's funds at a ti me when Brunswi ck was vul nerable to a
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hostil e takeover, but rather was driven by section 453(k)(2)
whi ch provides that the installnent sale provisions do not apply
to sales of stock, securities, or certain other property which is
traded on an established market. In other words, as O Brien
admtted at trial, the partnerships attenpted to conply with
section 453(k)(2) by initially investing in the PPNs and CDs. W
are not convinced on the record presented that Brunsw ck
participated in these partnershi ps because it was particularly
vul nerable to a hostile takeover attenpt during the period in
guestion or because the partnerships would "tie-up" Brunsw ck's
funds. And even if Brunswi ck considered itself vulnerable, it
had al ready taken far nore neaningful and effective steps to
counter any takeover attenpt.

Simlarly, the partnerships did not agree to receive LIBOR
notes in partial paynent for the PPNs and CDs in order to provide
Brunswick wwth a hedge against its interest rate risk, but rather
the partnershi ps accepted partial paynent in the formof LIBOR
notes in an effort to ensure that at |east 1 paynent woul d be
received after the close of the taxable year in which the PPNs
and CDs were sold as required by section 453(b)(1) and to ensure
that the "total contract price" could not be readily ascertai ned
as required under the ratable basis recovery rules prescribed in
section 453(j)(2) and section 15A. 453-1(c)(3)(i), Tenporary

| ncone Tax Regs., 46 Fed. Reg. 10711 (Feb. 4, 1981). The fact
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that Brunswi ck entered into swaps partially to hedge its exposure
to the LIBOR notes belies petitioner's assertion that the LIBOR
notes were intended to hedge against a decline in boat sales (and
| oner profits) associated with periods of rising interest rates.
Moreover, it can hardly be said that Brunswi ck's nodest interest
in the LIBOR notes provided a neani ngful hedge agai nst
Brunswi ck's mari ne sales which totaled $2 billion in 1989.

Finally, Brunswi ck did not participate in the partnerships
in order to establish a relationship with a [arge international
financial institution. To the contrary, Brunswi ck entered into
the partnerships with a foreign partner to ensure that the bulk
of the partnerships' "gains" on the sales of the PPNs and CDs
could be allocated to a foreign entity that woul d not be subject
to U. S. incone tax.

In closing on this point, we observe that the record
contains little in the way of notes or docunentation, such as
corporate mnutes or simlar material, in which Brunsw ck's
officers or directors discussed the business purposes that
purportedly notivated Brunswick to participate in the
partnerships. Considering the entire record in these cases, the
self-serving testinmony of Brunsw ck's officers involved in
pl anni ng and i nplenenting the CINS transactions is insufficient
to convince us that the transactions were pursued for any nontax

busi ness purposes. W conclude that the proffered business
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pur poses anount to little nore than w ndow dressing for
transactions that were designed and inplenented solely to
generate tax benefits for Brunsw ck.

B. Econom ¢ Subst ance

As previously nentioned, a transaction inmbued with economc
substance normally will be recognized for tax purposes even in

t he absence of a nontax business purpose. See Northern |Ind. Pub.

Serv. Co. v. Commi ssioner, 115 F.3d at 511-512; Larsen V.

Conmi ssioner, 89 T.C. at 1253. In Knetsch v. United States, 364

U S 361, 366 (1960) (quoting Glbert v. Comm ssioner, 248 F.2d
399, 411 (2d Cr. 1957) (J. Hand, dissenting), the Suprenme Court
held that the transaction in question was a sham because it did
"not appreciably affect * * * [the taxpayer's] benefici al

interest except to reduce his tax". In Northern Ind. Pub. Serv.

Co. v. Commi ssioner, supra at 512, the Court of Appeals for the

Seventh Circuit held that the Comm ssioner could not set aside
transactions which resulted "in actual, non-tax rel ated changes

in economc position." See ACM Partnership v. Conm ssioner, 157

F.3d at 248; Jacobson v. Comm ssioner, 915 F.2d 832, 837 (2d Cr.

1990). In Horn v. Conm ssioner, 968 F.2d at 1237, the Court of

Appeal s for the District of Colunmbia Circuit indicated that,
before declaring a transaction an econom ¢ sham the court should
consi der whether the transaction presented a reasonabl e prospect

for econom c gain.
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Petitioner contends that the CINS transacti ons were i nbued
W th econom ¢ substance i nasmuch as the partnerships accepted the
benefits and burdens of ownership of the PPNs and CDs, and |ater
the LIBOR notes. Petitioner asserts that the partnerships
assunmed financial risks associated wwth the PPNs and CDs,
including: (1) Credit risk--the risk that Chase or |1BJ would not
be able to make an interest or principal paynent; (2) event
risk--the risk that a single event or circunstance could preclude
Chase or I1BJ fromrepaying its obligations; (3) credit spread
risk--the risk that general credit spreads in the market may rise
or fall; and (4) liquidity risk--the risk that the owner of a
debt instrument will not be able to convert the instrunent into
cash at or near its market value. Petitioner further contends
that the econom c substance of the CINS transactions is reflected
in the interest (both paid and accrued) that Saba and O rabanda
earned on the PPNs and CDs, as well as the reduced price that the
partnerships received upon the sale of the instrunents reflecting
their lack of liquidity. Petitioner maintains that the
partnershi ps assuned simlar financial risks, as well as
benefits, when they sold the PPNs and CDs for cash and LIBOR
not es.

There is no dispute that the partnershi ps owned the PPNs and
CDs, that the partnerships earned interest on these instrunents,

or that the partnerships sold the PPNs and CDs for cash and LI BOR
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notes. Further, the partnerships nay have been exposed to sone
financial risk as a consequence of investing in the PPNs and CDs,
al t hough such risk was m nim zed i nsofar as Saba and O rabanda
had i nvested their funds with highly rated banks and both had the
option to put or sell the PPNs and CDs back to Chase and | BJ,
respectively, at their original purchase prices with accrued
interest. Nevertheless, the partnerships' ownership of the PPNs,
CDs, and LIBOR notes does not establish that the CI NS
transacti ons possessed "purpose, substance, or utility apart from

their anticipated tax consequences”. (&oldstein v. Conm Ssioner,

364 F.2d 734, 740 (2d Gir. 1966), affg. 44 T.C. 284 (1965); see
Shel don v. Conmi ssioner, 94 T.C. 738, 759-760 (1990).

Petitioner maintains that the CINS transacti ons appreci ably
affected the partnerships' beneficial interests in |ight of the
potential for the LIBOR notes to appreciate in value if interest
rates were to rise. Consistent with the Suprene Court's
adnonition to "[fix] the character of the proceedi ng by what

actually occurred", Gegory v. Helvering, 293 U S. at 469, we

will briefly sunmarize the financial results of the CINS
transactions before proceeding wth our anal ysis.

Saba's CINS Transaction

On February 28, 1990, Saba's partners nade capita
contributions totaling $200 mllion. On the same day, Saba

i nvested $200 million in the Chase PPNs. On March 21, 1990,
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Chase made a $975, 298 interest paynment to Saba. Between March 21
and 23, 1990, Saba earned interest of $94,384 on the Chase PPNs.
On March 23, 1990, Saba sold the Chase PPNs for $160 million in
cash and 4 LIBOR notes with a present val ue sonewhere between
$37, 488, 889 and $38, 594, 384. Thus, Saba sold the Chase PPNs
wort h $200, 094, 384 ($200 million (principal) plus $94, 384
(accrued interest)) for cash and LI BOR notes worth no nore than
$198, 594, 384. The $1, 500, 000 difference between the value of the
Chase PPNs and the total consideration that Saba received
represents Saba's transaction costs.

Taking into account the $975,298 interest paynent that Saba
received on the PPNs, Saba wal ked away fromits $200 mllion
investnent in the Chase PPNs with no nore than $199, 569, 682.

On July 13, 1990, Brunswi ck increased its interest in the 4
LI BOR notes held by Saba by purchasi ng 50 percent of Sodbury's
partnership interest. On August 17, 1990, Saba distributed 3 of
the LIBOR notes to Brunswi ck. On Septenber 6, 1990, Brunsw ck
sold the 3 LIBOR notes for $26,601,451, resulting in a loss to
Brunswi ck of approxi mately $2,500,000. On April 3, 1991, Saba
transferred the remaining LIBOR note to SBC. On July 2, 1991,
SBC sold the LIBOR note for $7,040,954, resulting in a loss to

Brunswi ck of approxi mately $719, 000.
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O rabanda's CI NS Transaction

On June 25, 1990, Orabanda's partners nmade capital
contributions totaling $150 mllion. On June 29, 1990, Orabanda
invested $100 million in the IBJ CDs. On July 18, 1990, |1BJ nmde
a $435,416 interest paynent to Orabanda. Between July 18, 1990
and July 27, 1990, Orabanda earned interest of $201,562 on the
IBJ CDs. On July 27, 1990, Orabanda sold the IBJ CDs for $80
mllion in cash and 4 LIBOR notes with a present val ue sonewhere
bet ween $18, 909, 546 and $19, 451, 562. (O rabanda sold the IBJ CDs
worth $100, 201, 562 ($100 million (principal) plus $201, 562
(accrued interest)) for cash and LIBOR notes worth no nore than
$99, 451, 562. The $750, 000 difference between the value of the
IBJ CDs and the total consideration that O rabanda received
represents Qtrabanda's transaction costs.

Taking into account the $435, 416 interest paynent that
O rabanda received on the CDs, Orabanda wal ked away fromits
$100 mllion investment in the 1BJ CDs with no nore than
$99, 886, 978.

On Cctober 11, 1990, Brunswi ck increased its interest in the
LI BOR notes held by Orabanda by purchasing 50 percent of
Bartolo's partnership interest. On Novenber 1, 1990, Orabanda
distributed the 4 LIBOR notes to Brunswi ck. On Novenber 28,

1990, Brunswick sold the 4 LIBOR notes for $17, 458,827, resulting

in aloss to Brunswi ck of approxi mately $1, 700, 000.
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As the foregoing clearly illustrates, Saba and O rabanda
| ost at |east $430, 318 and $113, 022, respectively, on their
purchase and sale of the PPNs and CDs. Moreover, Brunsw ck (and
SBC) subsequently lost nearly $5 million on the sale of the LIBOR
notes. Even considering the paynments of approxi mately $4, 700, 000
that the partnerships received on the LIBOR notes, the
transactions were at best a wash. Wthout nore, we are unable to
conclude that the CINS transactions appreciably affected the
partnershi ps’ beneficial interests.

Al t hough the partnerships actually | ost noney on the CINS
transactions, petitioner nevertheless contends that, at the tine
the CINS transactions were entered into, the partners antici pated
that the LIBOR notes would appreciate in value due to an expected
rise in interest rates. W reject this contention for two
reasons. First, neither the partnershi ps nor Brunsw ck ever
intended to hold the LIBOR notes nore than a brief tinme and
certainly not |ong enough to recoup their transaction costs.
Second, we are not convinced that the profit potential of the
LI BOR notes was sufficient to inbue the CINS transactions with
obj ecti ve econom ¢ substance.

We have al ready docunented that the CINS transactions were
scripted well in advance. Brunswi ck and ABN understood, prior to
the formation of the partnerships, that the partnershi ps would

invest in PPNs and CDs for |less than a nonth, that the PPNs and
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CDs woul d be sold for 80 percent cash and 20 percent LIBOR notes,
and that the LIBOR notes would be distributed to Brunsw ck and
sold after a brief holding period. Brunswi ck and ABN al so
understood that there would be significant transaction costs
associated with the sale of the PPNs and CDs, as well as the
LI BOR notes. In connection with the foregoing, we disnmss
Brunswi ck's assertion that it was unaware that it would
eventual |y bear the transaction costs on the sale of the PPNs and
CDs for cash and LIBOR notes. |Indeed, the Zelisko nmenorandum
suggests that Brunswi ck knew that it would be expected to absorb
t hese costs.

Brunswi ck's records indicate that it incurred net
partnershi p expenses of at least $6 million. Respondent contends
that circunstantial evidence, including the Zelisko nenorandum
ABN nenor anda di scussing its fees, the ABN Brunswi ck consulting
agreenent, the Qrabanda "control" fee that Brunswick paid to
Bartol o, and Brunswi ck's reallocation of $2,425,6000 of expenses
fromits partnership reserve account to comm ssions paid to
Merrill Lynch in connection with the sale of Brunsw ck's
Techni cal businesses and Nireco stock, suggest that Brunsw ck's
partnershi p expenses were nmuch higher. Respondent contends that

Brunswi ck disguised its partnership expenses as fees paid to ABN
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and broker commi ssions paid to Merrill Lynch. In light of our
hol ding in these cases, we need not address this particular
contenti on.
Considering all the evidence, we are convinced that

Brunswi ck was cogni zant of the costs associated with the CI NS

transacti ons and accepted those costs as a "fee" for obtaining
tax benefits. G ven the substantial costs associated with the
transactions, there was no possibility that the transactions
woul d generate a profit over the short period that the LIBOR
notes were intended to be held.

Anot her aspect of the CINS transactions that bol sters our
concl usion that neither the partnerships nor Brunsw ck intended
to profit fromtheir investnment in the LIBOR notes relates to the
timng of the transactions. |In particular, the partnerships were
investing in new LI BOR notes, and Brunsw ck was increasing its
interest in those notes, during a period when O Brien's view of
the direction of interest rates was changing. From June through
Septenber 1990, O Brien's interest rate forecast was in
"transition". By Septenber 1990, O Brien had abandoned the view
that interest rates would rise and cane to believe that interest
rates would fall. Because the value of the LIBOR notes would
decline with falling interest rates, we are not convinced that

ei ther the partnerships or Brunswi ck reasonably expected to

profit fromthe CINS transactions.
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Nor are we convinced that the profit potential of the LIBOR
not es, neasured over the 5-year terns of the notes, supports the
proposition that the CINS transactions were inbued with economc
substance. Smth, petitioner's expert, opined that the LIBOR
notes had the potential to provide returns over their 5-year
terns rangi ng from $10, 800, 000 (using a market-based forecast for
3-nonth LIBOR) to a high of $80, 683,000 (based on the "equal
probability" theory of interest rate behavior). Respondent
presented evidence that the LIBOR notes were not likely to
generate profits for the partnerships given the "consensus" view
of a broad group of market prognosticators that interest rates
woul d decline between 1990 and 1991.

Contrary to Smth's projections, interest rates fell
dramatically between February 1990 and Septenber 1992.
Specifically, 3-nonth LIBOR rates declined from 8. 375 percent in
February 1990 to 3.125 percent in Septenber 1992. |If the
partnerships had held the LIBOR notes for their full 5-year
terns, the partnerships would have |ost $19, 716, 000.

Smth candidly concedes in his report that "it is inpossible
to predict the actual path that interest rates will follow over a
given period of time." Wighing the evidence that we have on the
point, we are not convinced that Smth's market-based forecast
for 3-nonth LIBOR provides a reasonabl e basis for neasuring the

potential profitability of the LIBOR notes. Smth's forecast
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produced an interest rate curve that gradually increased over the
5-year terns of the LIBOR notes. However, respondent produced
evi dence that a broad cross-section of econom sts and financi al
experts were forecasting falling interest rates during 1990 and
1991. Under the circunstances, we conclude that it was
unreasonabl e to believe that there would be any substanti al
appreciation in the LIBOR notes over their 5-year terns. That is
not to say that it would have been unreasonable to expect any
profits on an investnent in the LIBOR notes, only that such
profits would be Iimted.

Rel atively nodest profits are insufficient, standing al one,
to clothe the disputed CINS transactions with econom ¢ substance.
In particular, even assum ng for the sake of argunent that the
part nershi ps reasonably coul d have expected profits of up to
$10, 800, 000 on a 5-year investnent in the LIBOR notes, such
profits would be inconsequential when conpared with the capital
| osses of approximately $170, 000,000 that the CINS transactions

were designed to generate for Brunswi ck. See Shel don v.

Commi ssioner, 94 T.C 738, 767-768 (1990); see also ACM

Part nership v. Comm ssioner, 157 F.3d at 258; Goldstein v.

Conmi ssi oner, 364 F.2d at 739-740.

In Yosha v. Conm ssioner, 861 F.2d 494, 499 (7th G r. 1988),

the Court of Appeals for the Seventh Crcuit stated:

A transaction has econom ¢ substance when it is the
kind of transaction that sone people enter into wthout
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a tax notive, even though the people fighting to defend

t he tax advantages of the transaction m ght not or

woul d not have undertaken it but for the prospect of

such advant ages--may i ndeed have had no other interest

in the transaction.
In the instant cases, the partnerships converted | arge suns of
cash into relatively illiquid investnents (PPNs and CDs) and,
within a few weeks, incurred significant costs converting the
investnment to 80 percent cash and 20 percent LIBOR notes. The
partnerships' short-terminvestnent in the PPNs and CDs, which
guaranteed a net economc |loss after accounting for transaction
costs, begs the question why the partnerships did not sinply
i nvest 20 percent of its cash in LIBOR notes. The only plausible
explanation is that the partnerships' short-terminvestnent in
the PPNs and CDs set the stage for greater financial returns in
the formof tax |osses for Brunswick. W are convinced that no
reasonabl e busi ness person woul d have participated in the CI NS
transactions, as they were designed and inplenmented in these

cases, except for a tax notive.

In Goldstein v. Conm ssioner, supra, one of the taxpayers,

Tillie CGoldstein, sought to shelter $140,000 that she won in the
Irish sweepstakes by borrowi ng $945, 000 from 2 banks at 4 percent
interest, and investing the proceeds in $1 mllion face anmount
U.S. Treasury securities maturing in 3 or 4 years, and which paid
interest of either one-half of 1 percent or 1-1/2 percent. She

then prepaid interest in the amount of $81, 396, and sought to
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deduct this anmount under section 163(a). The taxpayer offered
evi dence that she reasonably expected to profit fromthe
transacti ons based upon assunptions related to the novenent of
Treasury rates.

The Court of Appeals for the Second G rcuit dism ssed the
argunment that the taxpayer reasonably expected to profit fromthe
transactions on the grounds that the taxpayer’s profit
projections did not account for transaction costs of $6,500 and
wer e based on unreasonabl e assunptions that the Treasury notes
could be sold considerably in excess of par. The Court of
Appeal s further held that “to allow a deduction for interest paid
on funds borrowed for no purposive reason, other than the
securing of a deduction frominconme, would frustrate section
163(a)’ s purpose; allowing it would encourage transactions that
have no economc utility and that would not be engaged in but for

the system of taxes inposed by Congress.” &oldstein v.

Commi ssioner, 364 F.2d at 742. In short, the taxpayer’s

i nvestnment did not neaningfully change her econom c position, and
it therefore | acked econom c substance.

The same may be said of Brunswick’s involvenent in the CINS
transactions. The intricate manipul ation of the contingent
install ment sales rules in this case could not conceivably be the
type of economcally sterile transaction Congress intended to

sanction. At the end of the day, Brunswi ck’s involvenent in the
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CINS transactions, with their attendant intricate investnents in
the PPNs, CDs, LIBOR notes, noney market accounts, hedges, swaps,
etc., all carefully masterm nded by Merrill Lynch, did not
meani ngful |y change Brunsw ck’s econom c position, and it
therefore | acked the requisite econom c substance necessary to
val idate Brunswi ck’s targeted capital | osses.

C. Concl usion

In sum broad parallels may be drawn between the CI NS
transactions at issue herein and the purported reorganization

deened a shamin Gegory v. Helvering, 293 U S. 465 (1935). W

find that the CINS transactions served no valid business purpose,
but they were designed and inplenented to take the formof a CINS
ina well-scripted attenpt to take advantage of an unintended
| oophole in the contingent installnment sale rules. Although the
partnershi ps can cl ai m ownershi p of substantial investnents, the
di sputed transactions were structured to mnim ze the
partnershi ps' exposure to risk and for no other purpose than to
generate fictional tax |osses for Brunsw ck

The CINS transactions were carried out in these cases in an
effort to exploit rather than to respect the principle that
contingent installnment sales should be reported in a manner
i ntended reasonably to match gains and | osses. As the Court of

Appeals for the Third Grcuit aptly concluded in ACM Partnership

V. Conm ssioner, 157 F.3d at 252:
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In order to be deductible, a |loss nmust reflect actual

econon ¢ consequences sustained in an economcally

substantive transaction and cannot result solely from

the application of a tax accounting rule to bifurcate a

| oss conponent of a transaction fromits offsetting

gai n conponent to generate an artificial |oss which, as

the Tax Court found is “not economcally inherent in”

the transacti on.

Consi stent with the foregoing, we conclude that the CI NS
transacti ons were econom ¢ shans that neither appreciably
af fected the partnerships’ beneficial interests or materially
altered the partnerships’ econom c positions. Accordingly, we
sustain respondent’'s determ nation that no gains or |osses wll
be recogni zed on the sales of the PPNs and CDs. In addition, we
hol d that Saba’s bases in the LIBOR notes distributed to
Brunswi ck and SBC were $26, 601, 451 and $7, 032, 954, respectively,
while Orabanda’s basis in the LIBOR notes distributed to
Brunswi ck was $17, 458, 827.

V. Secondary | ssues

Petitioner argues that if the Court determ nes that the
partnershi ps' purchase and sale of the PPNs and CDs do not have
econom ¢ substance, then the partnerships should not be required
to include in income the interest paynents that they received on
those instrunments. Petitioner concedes that the partnerships are
required to include in incone the interest paynments that they
received on the LIBOR notes. Petitioner further contends that
the partnerships are entitled to deductions for professional fees

paid to N.V. Fides and Cravath, Swaine, & Moore.
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Respondent contends that the partnerships are required to
report interest incone derived fromboth the PPNs and CDs as wel |
as the LIBOR notes. Respondent further contends that petitioner
failed to prove that the ampbunts paid to Fides and Cravath
Swai ne, & Moore are legitimte partnership expenses.

Consistent with our determ nation that the partnerships’
purchase and sale of the PPNs and CDs will not be respected for
tax purposes, we agree with petitioner that the interest paid on

the PPNs and CDs is not includable in the partnerships’ inconme

for the years in issue. See, e.g., Sheldon v. Conm ssioner, 94
T.C. 738, 762 (1990). Consistent with this holding, the
partnerships are not entitled to any deducti ons associated with
t he purchase and sale of the PPNs and CDs.

The parties are in agreenent that the partnerships are
required to include in their taxable income the interest paynents
that they received on the LIBOR notes during the taxable years in
issue. Consistent wth the parties’ agreenent on this point, we
conclude that the partnerships are entitled to deduct a portion
of the fees that Saba and OQtrabanda paid to the Cravath firm

Respondent disallowed a deduction of $120, 266 that Saba had
reported for ampbunts paid to the Cravath firmduring the taxable
year ended March 31, 1991, as well as the anortization of $1,500
and $8,500 attributable to anbunts paid to the Cravath firmfor

the taxabl e years ended March 31, 1991 and June 21, 1992,



- 132 -
respectively. Respondent also disallowed a deduction of $72,996
that O rabanda had reported for amounts paid to the Cravath firm
during the taxable year ended June 21, 1991. However, the record
in these cases includes a nmenorandum from Cravath to Brunsw ck
dat ed Decenber 2, 1994, in which Cravath item zed its $125, 000
charge to Saba for professional services as follows:
The $125, 000.00 fee was for negotiation and

drafting of the docunentation, and for other related

services, in connection with: (a) the formati on of Saba

(%19, 452.45), (b) the purchase by Saba of certain notes

(%$25,576.37), (c) the sale by Saba of such notes

(%946, 649.86), (d) the assignnent of Saba's right to

receive paynents from such sale ($11,887.60) and (e)

other related matters ($21,433.72). * * *

In the same nmenorandum Cravath item zed its $68,000 charge to
O rabanda for professional services as foll ows:
The $68, 000. 00 fee was for negotiation and

drafting of the docunentation, and for other rel ated

services, in connection wth: (a) the formation of

O rabanda ($12,215.57), (b) the purchase by O rabanda

of certain certificates of deposit ($12,537.03), (c)

the sale by Orabanda of such certificates

(%$23,193.51), (d) the assignnent of Orabanda’ s right

to receive paynents fromsuch sale ($6,209.58) and (e)

other related matters ($13,844.31). * * *

We hold that Saba and OQtrabanda are entitled to deductions
for fees paid to the Cravath firmother than fees associated with
t he purchase and sale of the PPNs and CDs. Based upon the record
presented, we hold that Saba and Oirabanda are entitled to deduct
$19, 452. 45 and $12, 215.57, respectively, representing the fees
paid to Cravath in connection with the formati on of the

partnerships, subject to the |[imtations on the deduction of
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organi zati on expenses set forth in section 709(b). Petitioner
has failed to show that any of the remaining fees paid to the
Cravath firmare unrelated to the purchase and sal e of the PPNs
and CDs.

Finally, we sustain respondent’s disallowance of the $25, 000
deductions that both Saba and O rabanda cl ai ned for
“incorporation fees” paid to N.V. Fides. Petitioner sinply has
failed to substantiate these particular deductions to the Court’s
satisfaction.

To reflect the foregoing,

Deci sions will be

entered under Rul e 155.




